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FOREWORD 

M odern business places a high premium on the trained 
man. Of tlie thousands who knock each year at the 
portals of our commercial enterprises, the applicant 
with a backlog of sound training is in greatest demand. 

On the job, he has a better chance for promotion than the 
untrained worker, because his preparation gives him a Icnowl- 
edge of the broad fundamentals of successful business opera- 
tion. 

The road to executive leadership and success in business 
begins with good training. All commercial and business en- 
terprises, large and small, are governed by certain basic prin- 
ciples. Today’s businessman must analyze his problems with 
intelligence and knowledge, based on an intimate tmderstand- 
ing of these fimdamentals. He must have a grasp of the whole 
operation of a business as well as the inter-relation of its parts. 

How does he come into possession of such knowledge? 
Eventually by experience, yes. But he seldom gets the chance 
to acquire that experience witliout previous preparation. Such 
preparation can come either through study or apprenticeship, 
but usually it is a combination of both. 

Plowever, the great growth of business and industry, reach- 
ing new heights of expansion during World War II, has made 
for further specialization in the duties of business executives 
and subordinates. Thus it has become impossible to get ap- 
prentice experience in the numerous departments of an organ- 
ization without spending long years. 


Modern methods of business training have evolved sound 
and tested short cuts to executive leadership and business in- 
dependence. A carefully planned program of study offers 
effective means of acquiring such training. 

In the past, the man who desired to acquire this knowledge 
found himself wasting valuable time. For one thing, good 
reading material was so scattered that blind selection of text- 
books was unavoidable. As a result, much duplication of 


reading and important omissions gave him too much of some 
subjects and too little of others. 

In order to offer in co-ordinated, organized form, a com- 
plete series on training for business leadership, the American 
Technical Society prepared this set on Practical Business 
Administration, Through eight editions and munerous re- 
printings, we have revised and added to the original texts to 
meet the specific needs of today’s business trainee and 
executive. 

The present set combines the collective judgment of out- 
standing authorities with their accumtiJated years of practical 
experience in specialized fields. Thousands already have 
found this set to be their first step toward successful business 
careers. 

Prepared primarily for those who engage in independent 
home study, these books have been written at the college level 
for high-school graduates who aspire to executive positions. 
The style of writing is simple and readablej the lesson contents 
clear and comprehensive. 

The businessman hard pressed for time, the fact-seeking 
citizen wanting the know-how of business, and the student for 
whom this set has been prepared primarily — aU find in these 
books a wide range of practical knowledge and a wealth of 
factual material about the world of business. 
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Chapter 1 

USES OF ACCOUNTING 


Science of Records. Modern busine.ss is so complicated that it 
is necessary to have records which not only indicate clearly all facts, 
but which also enable business men to make analyses and to prepare 
informative statements. Many people invest their money in enter- 
prises in which they take no active part. For a knowledge of the 
progress made by these enterprises, the investing public is depend- 
ent on reports and financial statements. These cannot be prepared 
except from scientifically kept records. 

This science of records is the result of a long process of growth 
and development. Perhaps the first scientific treatise dealing with 
the science of financial records was written by an Italian mathema- 
tician about the time Columbus discovered America. This book was 
written in Latin, but English translations thereof arc available. It 
gives an interesting insight into the origin of accountancy and out- 
lines the principles of double entry essentially as they are applied 
today. 

Following the Middle Ages, there occurred in western Europe a 
great growth in trade and indu.stry. This development took on even 
broader aspects as the American continent began to be industrial- 
ized by a rapidly growing population. England became the great 
commercial nation, and it is to England that we owe much for the 
work done in the development of the legal and financial aspects 
of business. 

Industrialism in the United States may be said to date from a 
period somewhat later than the period of the Civil War. By this 
time the country had become fairly unified and the growth of 
population had made necessary a considerable degree of special- 
ization in the various branches of agriculture, manufacture, and 
trade. The growth of the railway system of the United States is, in 
a sense, an index of the country’s industrial development. As the 
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2 Modern Practical Accounting— Elementary 

result of many errors and some bitter cxpeiicnccs, it was evident 
not later than the year 1880 that accountancy would soon develop 
into a science, and accountants would bcccmic members of an 
important profession. 

Need of Records in Business, In conformity with the develop- 
ment of the United States, there has occurred a great growth in 
specialization in many fields. A few of these fields are; manufactur- 
ing, transportation, government, and agriculture. Accompanying 
this development there has occuircd a great incrt'a.sc in the demand 
for men and women having technical knowledge of such subjects as 
law, engineering, and accountancy. 

Modern business is carried on by means of organizations which 
vary in size from small units to large organizations, employing 
thousands of men, and involving intricate problcurs in intuiagcment 
and finance. American business, moreover, is c.s.s('ntially competitive 
in character. Narrowing margins of profit elimin;ite incdllcient 
enterprises and make it essential that all who expect io succeed shall 
have accurate and detailed information upon which to base iuLurc 
policies. 

Under these circumstances, il is natural that those forms of 
business organization best fitted to perform the funclion.s demanded 
of them should continue to exist. Il is natural, also, (hat varying 
sizes of undertakings should rec]uirc difiercnl ty])C.s of oi'ganization. 
A grocery store with annual sales of $100,000.00 need not be organ- 
ized as is a concern manufacturing autoinobile.s, and liaving annual 
sales of $100,000,000.00. In large enterprises it may Ijc necc'.ssary to 
appeal to thousands of investors. Where both large, and small enter- 
prises exist and perform widely varying services, it i.s only natural 
that business organizations arc found to bo cla.ssilied into three 
groups as follows; (1) sole proprietorships, (2) parinm'shiixs, (3) 
corporations. 

Sole Proprietorship, The sole proprietorship retains a position 
of fundamental importance in modern business, nolwitlistanding 
the great development which has taken place in th(i size of many 
business units. The small enterprise continues to be a necessity in 
American commercial and industrial fields. Oonvcnicnco makes it 
necessary that the customer purchase near his home. 'The American 
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people are such extensive consumers of both essentials and luxuries 
that local stores and even local industries of various types are able 
to prosper. Under the sole proprietorship form of organization the 
owner of the business furnishes the capital, although in reality an 
important amount of capital is furnished frequently by his creditors. 
The sole proprietor employs whatever help is needed, and these 
persons remain employees as long as the organization continues to 
be a sole proprietorship. 

The sole proprietorship form of organization has its advantages 
and disadvantages. Among its advantages are simplicity and, as a 
rule, workability. There can be no conflict of authority, since the 
proprietor exercises absolute authority. 

There are latent, in a sole proprietorship, certain disadvantages. 
These sometimes become actual. To illustrate, there always is the 
latent possibility of the proprietor’s death. Should this become an 
actuality, it may be necessary to liquidate the enterprise. Again, the 
sole proprietorship has rather limited sources from which it may 
derive additional funds. The most important of these is the ])ro- 
prietor’s private fortune, distinct from his interest in the enterprise. 
Other sources of funds are credit extended by vendors and by banks. 
At best, however, these sources of funds are limited and a great 
demand for additional capital may meet with obstacles which 
cannot be surmounted. 

Sole proprietorship accounting is simple in one re.spcct, namely, 
that all profits and losses must be borne by the proprietor, but be- 
yond this aspect of simplicity the accounting for sole proprietorship 
differs little from the accounting for partnerships and corporations. 

Partnership. The partnership, as known in this country, is of 
common law origin; therefore, for precedent it i.s customary to look 
to the decisions of English courts. In the United States the common 
law is the basic law, except in Louisiana, and even in Louisiana 
common law principles apply to business to a great extent. Re- 
garded from the point of view of its first source, a partnership may 
be said to owe its origin to the trading communities of Italy, but for 
practical purposes the English law reports contain the information 
needed to explain their historical background. Previous to the 
seventeenth century, business disputes in England were .settled in 
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special courts known as staple courts, but with the decay of these 
courts during the latter part of the sixteenth century and the early 
part of the seventeenth century, partnership disputes were settled 
more and more frequently in the common law and equity courts of 
England. 

Although the common law is the basic law in the United States, 
it has been changed in some of the states by statutory enactments. 
Where the so-called Uniform Partnership Act’’' has been enacted, 
its provisions supersede the common law. In general, however, 
where the rules of common law are applicable to modern condi- 
tions, they are incorporated in the Uniform Partnership Act, since 
the uniform law adopts that view which appears to be the be LI crone. 

Also a few of the states have adopted what is known as the 
Uniform Limited Partnership Act. Limited partnerships can exist 
only through statutory authorization. The primary characteristic of 
a limited partnership is that one or more, but not all, of the partners 
are not subject to the unlimited liability. In common law partner- 
ships, each partner is liable on partnership debts to the full extent 
of his private fortune. By permitting certain partners to enjoy free- 
dom from the unlimited liability rule under certain restrictions, the 
partnership is enabled to make a strong appeal for capital. In order 
to organize a limited partnership under the Uniform Partnership 
Act, a certificate signed by two or more persons must be filed in the 
county where it conducts business or has an office. The certificate 
must contain certain specified information, but, in particular, in- 
formation relative to limited partners. Limited partners cannot take 
part in the management of the business. Doing so renders them 
liable as general partners. 

The partnership form of organization is peculiarly adapted to 
certain types of enterprise or undertaking. Practically all account- 
ing firms are partnerships. Frequently, professional men in other 
fields organize themselves into partnerships for the carrying on of 
their professional work. As a rule, these professional partnerships do 
not require the investment of large amounts of capital. Even in the 


represents an attempt to put into statutory form 
adapted to present-day partnerships. The law must be passed 
Dy the state legislature before becoming eflcctive in the state in question. 
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fields of trade, finance, and industry the partnership still fills an 
important place. It naturally can command more capital than can 
the sole proprietorship. The unlimited liability feature gives the 
partnership credit standing in proportion to the financial strength 
of the general partners. Additional partners may be admitted, either 
to secure additional funds or to secure additional managerial ability, 
or both. There is, however, practical limitation on the size of part- 
nerships, since a large number of partners has obvious disadvan- 
tages. Partnerships require the most meticulously accurate ac- 
counts. This is because of the necessity of accurately enforcing the 
partnership agreement relative to such matters as interest on in- 
vested capital, loans to partners and interest thereon, drawings 
made by partners, etc. 

As is true with any form of organization, the partnership has its 
advantages and disadvantages, some of which have been indicated 
in preceding paragraphs. These should be compared with the ad- 
vantages and disadvantages of other forms of organization. 

Corporation. The third important type of organization is the 
corporation. The corporation is of strictly statutory origin, that is, 
there is no provision for its organization in the common law. Coi’- 
porations can be organized only in accordance with a special act of 
the legislature or in accordance with general corporation laws. 
Formerly, corporations were organized under special acts of .state 
legislature, but with the growth of commercialism it has been 
necessary to pass general corporate laws. Each slate now has 
such laws. 

Corporations are peculiarly adapted to large scale enterprise, 
but the corporate form of organization frequently is used to carry on 
relatively small enterprises. The distinguishing charactcristic.s of 
a corporation arc the manner in which it secures funds through 
the sale of capital stock and the manner in which profits arc ac- 
counted for. 

The amount of capital stock which a corporation may issue is 
determined by its charter. Thus, if the aulhorized capital stock of a 
corporation is $100,000.00, this is the amount which it can issue. 
Stock issued in excess of the amount authorized is invalid. Capital 
stock may have cither par value or no-par value. When it has a-uar 
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value this is usually, but not always, fixed at SIOO.OO per share. 
No-par value stock possesses no prescribed value. When capital 
stock has a par value of $100.00 per share this means, ordinarily, 
that it cannot be sold originally for less than that figure. No-par 
capital stock on the other hand can usually be sold for whatever it 
will bring, except that a minimum or stated value may fix the lower 
limit for the selling price. 

After stock having a par value has been issued, it is sold and 
resold by investors and speculators for whatever it is regarded as 
worth. Only where par value stock is originally issued must it be 
sold ordinarily for not less than par value. A few states permit the 
original sale of such stock to be made at a discount. 

It is evident, since units of ownership of a corporation may be 
$100.00 or even less in amount, that ownership in a corporation 
may be represented by many different stockholders. A large corpo- 
ration may be owned by many thousands of stockholders. 

It is obvious that the financial records of corporations must be 
kept with meticulous care, since there are so many interested parties. 
For example, there are general creditors, bondholders, and fre- 
quently two or more classes of stockholders. Sometimes the interests 
of these parties conflict. Each group bases its claims upon contracts 
which the members of the group have with the corporation. In 
order to supply the information needed for the satisfactory fulfill- 
ment of its obligations, a corporation must have an adequate 
accounting system. 

Need for Financial Statements. Accounting records perform 
several important functions. They provide the information neces- 
sary for the routine management of affairs. They serve as a protec- 
tion for creditors and owners. The routine entries made to record the 
daily transactions of an enterprise must be summarized and inter- 
preted at the end of each year or each month, as the case may be. 
Great masses of detail must be reduced to the form of accurate but 
brief statements, which can be used for one or more of the following 
purposes: (1) management, (2) ctedit, (3) investment. 

Management. Management consists in an adequate control of 
all of the activities of an enterprise. It must be centralized in a 
responsible head to whom all subordinate parties must report. It is 
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evident that management can be successful only when orders and 
commands can be based on accurate information regarding oper- 
ating costs and revenues. This information can be secured only 
through the operation of an accounting system which makes it pos- 
sible to report promptly all essential data relative to costs and 
revenues. Large enterprises must be departmentalized in order that 
information relative to the management of each department may be 
obtained readily. It is only when such information is forthcoming 
that unprofitable activities may be eliminated and profitable activi- 
ties encouraged. An important feature in management is budget- 
ing. Budgeting consists in planning future operations. A detailed 
budget consists of a forecast of costs and revenues sufficiently de- 
tailed and classified to provide information upon which Crin be 
based departmental programs. 

The manager of an enterprise requires the accounting depart- 
ment to furnish him the data necessary for the determination of 
current and future policies. This means that accounting and budget- 
ing are merely two aspects of business control. Accounting is con- 
cerned with that which has occurred. A budget is concerned with 
that which will occur. Both accounting and budgeting arc c.ssentinl 
to good management. 

Credit. If it were possible to transact business on a strictly cash 
basis, credit might not be of great importance. The tendency, how- 
ever, is to lay greater stress on credit as industry and trade become 
more clearly integrated. This is because it is not expected that deljts 
incurred for the purchase of raw materials and merchandise will be 
immediately liciuidatcd. Credit has other important aspects. Most 
enterprises ask for credit at banks, the object being to secure aid in 
bridging periods of financial stringency. In many lines of business, 
activity is seasonal in character, heavy purchases being made at 
certain periods to meet correspondingly heavy demands. At sueh 
times, banks step in to render the desired aid by granting short-term 
loans to merchants. 

Credit is essential to modern business. A business man cannot 
expect to obtain credit unless he can present to the bank and in- 
vestors financial statements which give a true picture of his debt- 
paying ability. 
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Credit takes many forms. It is sometimes long-term, as for 
example, where bonds are sold. In any event, financial statements 
must be made the basis of all eredit arrangements and these finan- 
cial statements cannot be secured unless an adequate system of 
accounts supplies the data necessary for their preparation. 

Credit has its function in practically all fields. It is used in 
manufacturing, wholesaling, and retailing, as well as in such fields 
as government and various forms of public enterprise. In any event, 
credit must be based on statements made possible only through 
adequate accounting. 

Investments. Although investing sometimes is regarded as one 
aspect of credit, it is of sufficient importance to deserve mention 
here. An investor is an individual or an institution which places his 
or its money in the hands of financial agencies. It is expected that 
the principal sum thereof will be preserved and that, in addition, 
there will be received on such principal sum a reasonable rate of 
income, usually in the form of interest. It is evident that the investor 
cannot act intelligently in placing his money unless he has the 
benefit of financial statements, sufficiently detailed and current to 
enable him to pass judgment on the financial status of the borrower. 
Even where the investor permits others to determine how his invest- 
ments should be made, the same is true, since these intcrnicdifiries 
cannot advise clients without having adequate financial statements 
upon which to base their analyses and to render decisions. 

Enterprises which fail to insist upon satisfactory accounting 
procedure cannot expect to establish good ratings with investors 
and financial agencies. 

Fields of Accounting. The science of accounling may be 
divided into two fundamental divisions, namely: (1) constructive 
accounting, (2) analytical -accounting. 

The word constructive indicates what the character of construc- 
tive accounting is, namely, that it is concerned with the application 
of accounting principles to the planning of accounting systems. It is 
based on relatively simple principles, but the application of these 
principles makes necessary extensive variation in form and detail. 
Accounting systems, although based on principles which do not 
change, must meet the requirements of widely varying circum- 
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stances. Constructive accounting devises systems which will meet 
the requirements of the small retail store and the large manufactur- 
ing enterprise. It is in the field of constructive accounting that the 
accountant is required to exercise imagination and judgment in 
order that the system which he installs may correspond to the 
organization of the business. 

The word analytical in accounting refers to a critical study of 
existing records, whereas, the accountant when doing constructive 
work installs and operates an accounting system. The accountant 
when doing analytical work examines and analyzes records already 
made. It is chiefly in the fleld of analytical accounting that profes- 
sional public accountants operate. The professional auditor is one 
who by training and experience is especially well adapted to the 
work of examining, analyzing, and reporting upon accounting 
records. 

Analytical accounting, or auditing, is of great importance be- 
cause it tends to prevent manipulation of accounts, falsification, 
and embezzlement. 

Although for certain purposes it may be desirable to divide the 
field of accountancy into constructive accounting and analytical 
accounting, it usually will be found that a somewhat dilTcrcnt classi- 
fication of the branches of accounting can be made. By the nature of 
the subject, the subdivision into branches applies chiefly to construc- 
tive accounting, since analytical accounting may be said to com- 
prise mainly auditing. In the following paragraphs is given a brief 
description of the important branches of accounting. 

Special Branches of Accounting. At this point, no attempt will 
be made to outline the principles which make up the subject matter 
of special branches of accounting. The student cannot expect to 
master these special flelds until he has first mastered the basic prin- 
ciples of accounting. Nevertheless, it is possible to indicate what 
these special branches of accounting are and the function which 
each performs. 

7. Cost Accounting. In a sense all accounting is cost accounting, 
but in a more technical sense cost accounting is a highly specialized 
branch of accounting which, although it is based on the same funda- 
mental principles as are all other branches of accounting, has as its 
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function the determination not of total monthly or yearly costs, but 
of costs of individual units of output. 

To illustrate, assume that a company is engaged in the manufac- 
ture of pianos, and that it produces twelve dilTcrcnt styles of these 
instruments. One style is regarded as basic, the other styles are 
elaborations of the basic model. It is evident that there arises in this 
instance the problem of detei mining not only the cost to manufac- 
ture all pianos completed in a given period of time, but also the cost 
of a piano in any particular group of the twelve groups. If the 
pianos were the same in style, the cost per piano could be obtained 
by dividing total monthly or yearly costs of manufacture by the 
total number of pianos manufactured. This cannot be done, how- 
ever, in the case of our illustration, and it usually will be found that 
a manufacturing enterprise produces a variety of out pul so that a 
cost of a given unit cannot be ascertained by simply dividing total 
costs by the total number of units produced. 

Obviously there must be many vaiiations even in the held of 
cost accounting because the conditions under which din'ert'nt types 
of articles are produced vary greatly. One type of cost ticcounting 
will be suitable for a laundry, another type for a blast furnace, and 
still another type will be required by a concern manufacttiring shoes. 

The student will do well to keep in mind the importaiu'c of the 
concept of cost accounting. The subject of costs is likely to become 
of increasing importance, because competition and the exhaustion 
of natural resources will tend to decrease margins of prolit. Any 
enterprise which is unable to ascertain with reasonable accui’acy its 
costs cannot be certain that it is making a profit. It may be possible 
and even desirable to sell certain goods beldw cost, but to pursue 
such a policy leads inevitably to insolvency. 

In certain fields the ascertainment of cost is a relatively simple 
problem, while in other fields it is a highly complicalcd one. The 
individual who hopes to become an accountant will do well to 
secure as much information as possible concerning the principles 
which determine cost, and the methods whereby the elements of 
cost can be computed. 

2. Government Accounting. Formerly the function of the gov<>ni- 
ment was assumed to be limited to the protection of it.s citizens and 
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all property through the operation of what was known as the police 
power. This let alone theory of government has long since been 
abandoned. Instead we now hear of regimentation and a great cen- 
tralization of power in Washington. A surprisingly large percentage 
of our total population is employed by the federal and state govern- 
ments and local governmental units. This activity on the part of 
government necessitates great expenditures of money. Those in 
charge of enterprises financed by the government must be able to 
account accurately for all receipts and disbursements of money. 
Frequently, government bonds mature only at the end of long 
intervals of time. Such organizations as post offices are concerned 
with the collection and disbursement of many millions of dollars. 

Local units of government, such as counties and municipalities, 
also are involved in the collection and expenditure of large sums of 
money. Although developments in the field of government account- 
ing cannot be said to have kept pace with those in the field of com- 
mercial accounting, much is being done at the present time to 
improve methods of government accounting. Undoubtedly in the 
future a large number of young men will secure employment as 
accountants with one or another of the many governmental units 
found in this country. 

3. Tax Accounting. Closely related to government accounting is 
tax accounting, since governments depend upon taxes as their 
principal or only source of revenues. Our federal government and 
many of our state governments have enacted income lax legislation. 
A citizen of a state which imposes an income tax may therefore be 
required to pay both a federal and a state income tax. Income taxes 
are paid also by corporations and may be paid by estates. The 
history of the development of the income tax in the United States is 
closely allied with the history of the development of accountancy. 
To some extent this coordination between tax development and 
accounting development has been accidental, but in many respects 
it may be said that the development of accounting principles and 
terminology has been closely related to the development of the 
income tax. This is only natural since the computation of taxable 
income can be made only through the application of standardized 
and widely accepted accounting principles. Much of the work of 
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private and public accountants is related to the problem of ineome 
taxation. The Treasury Department of the United States, over a 
long period of years and with the cooperation of accountants and 
attorneys, has compiled a great amount of material which may be 
said to be an interpretation of accounting principles as they relate 
to taxation. In addition, the various boards, commissions, and 
courts have contributed their part to the discussion. The income tax 
division of the Treasury Department is in itself a large administra- 
tive body, having offices not only in Washington, but in other cities 
throughout the country. 

Many young men looking forward to careers in accountancy 
may expect to be confronted with the problem of income taxation. 
Should they become specialists in this field, it would be necessary 
for them to understand not only the basic principles of accounting, 
but to know how to apply these principles in view of the provisions 
of the laws, regulations of the Treasury Department, and the rul- 
ings and decisions of the various administrative and interpreting 
bodies. 

There can be little doubt that income tax problems will remain 
matters for serious consideration on the part; of accountants. The 
student of accounting should, therefore, keep in mind that it may 
be necessary, on occasion, to relate his knowledge of accounting to 
laws and regulations imposing and administering the income tax. 

4. Managerial Accounting. All accounting is in a .sense managerial 
accounting, since accounting records arc basic ncccssitic.s to the 


manager. However, accounting may be considcrcid with special 
emphasis on its uses to management. Management is concerned 
primarily with the formulation and carrying out of ]Jolicics relating 
to such concrete matters as sales volume, inventory control, preser- 
vation of working capital, amortization of long-term debts, etc. 
Notwithstanding the element of judgment which must enter into 


successful management, much information can be derived through 
the analysis of financial statements which will provide the manager 
with a background of facts upon which to render his decisions. 
Rule-of-thumb methods of doing business must be displaced by 
methods which are based on facts in the form of ratios and other 
analyses. 
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Budgeting already has been mentioned. It is one of the impor- 
tant means whereby managers may to a large extent escape from 
what might be called the rule-of-thumb or hit-or-miss methods or 
plans of procedure. 

Managers demand unusually detailed financial statements. Bal- 
ance sheets and profit and loss statements required for internal 
management purposes may purposely contain many details not 
shown in the published reports of corporations. Moreover, these 
financial statements must be promptly prepared and at intervals 
sufficiently brief to enable the manager to enforce necessary reme- 
dial measures before excessive losses have been incurred. Some 
statements must be presented daily to the manager. Some may be 
presented to him at the end of each month. As a rule, annual state- 
ments are inadequate as a means of determining managerial policies 
because harmful trends cannot be changed in time to prevent 
serious consequences. 

5. Personal Accounling. The importance of personal accounting is 
frequently underemphasized. By personal accounting is meant the 
keeping of accurate records of one’s own income and expenses. 
Frequently, such accounts should be kept on a household basis. This 
is true, for example, in case of families. Individuals receiving suffi- 
cient income to be required to pay the income tax should keep 
personal accounting records as a matter of satisfaction and in order 
to prove sums reported to the income tax authorities. 

Much personal accounting is inadequate in character, consisting 
of little more than check book records and miscellaneous memo- 
randa. It usually will be found that, based on experience, a satisfac- 
tory analysis can be made both of items of income and items of 
expense. The information derived therefrom should be an aid to 
thrift and to the more satisfactory spending of one’s money. Personal 
accounting records, as a rule, are not highly complicated, but they 
can be made to serve as a means for the intelligent analysis of 
income and expense. 

Perhaps with the increasing appreciation of the importance of 
records, generally, more people will consult accountants as they 
now consult physicians, with a view to keeping their personal affairs 
in satisfactory condition. The ability to account for one’s own in- 
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come and expenses ordinarily will more Lhan repay one for the 
erense and labor of acquiring a working knowledge of accounting. 

d Aud^t^ns. Auditing is sometimes regarded as including all 
aspects of analytical accounting; however, certain kinds ol analyti- 
cll work may be done which are not considered as auditing. For 
Ltance a division of the accounting department may be concerned 
with the computing of ratios and the preparing ol various kinds of 
analytical statements. This is not neee.ssanly auditing. 

Auditing may be defined as the work ol reviewing accounting 
records with a view to the location of errors and also with a view to 
the preparation of reports. It has been said that, on an average, the 
work of public accounting firms is 85 per cent auditing. At any rate, 
this figure is indicative of the importance ol auditing. I he methods 
pursued by professional auditors are reasonably wc'll standardized; 
however, there is a tendency for public accounting linns to establish 
their own detailed accounting procedure. 1 his is as it should be, 
since a firm’s auditing procedure shoukl^ rcllcct the results of its 
experience in the various fields of enterprise. 

Much auditing is of a non-prole.ssional chaiattti. Some of this 
work is of a high standard. This is ptirticuhirly true wlu'ro large 
corporations employ their own auditors with a view to securing a 
more or less continuous check on the work of their accounting 
departments. Some auditing, however, is of a more or less super- 
ficial character. This is likely to be the case where pm-sons unfaniiliar 
with accounting arc appointed to do oecasional auditing work. 

Accounting and Law. Ihe student wlio ho[ies to .seiiiic the 
best results from his study of accounting imisL realize the ('xtent to 
which accounting and law arc rclaU'd. J he accountanl is constantly 
confronted with questions, the answers to which de])end, more or 
less, upon an understanding ol law. lliis does not mean that an 
accountant, in order to be successlul, must be a lawyer also. Tt docs 
mean, however, that he must have a knowledge of the principles of 
law in so far as they relate to business, and it also means that he 
must be able to so apprai.se the situation that he will know when to 
consult a competent lawyer. 

The examination for the Certified Public Aeeountant certificate 
covers business law, as well as subjects strictly acemmting in char- 
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acter. An understanding of law, as it relates to the various branches 
of contracts, is indispensable. It will be found that the law ol con- 
tract lies at the basis of the various divisions of commercial law. For 
example, such subjects as agency, sales, insurance, and many others 
are simply special divisions of the law of contracts. 

Questions of law arc certain to arise in connection with the 
routine work of the accountant. For example, the accountant is con- 
fronted with the question as to whether or not a purchase of 
merchandise in transit at the end of the year should be entered on 
the books or be permitted to wait and be entered on the books in the 
following period, after the goods are received. His decision will 
probably depend upon the answer to the question, “Has title to the 
goods passed to the buyer?” If upon investigation of the situation, 
in the light of legal precedent, the accountant determines that title 
has passed to the buyer of the goods, he will make an entry as at 
December 31 for the purchase of the goods. If he decides that title 
has not passed to the buyer, he will not make the entry. 

To illustrate again, suppose that a question arises as to the rate 
of depreciation to be applied to a patent owned. It is evident that 
the accountant must be familiar with patent laws in the United 
States in order to intelligently answer this question. 

Accounting and Engineering. The relation of accounting to 
engineering is one of importance because of the physical aspects of 
problems which frequently confront the accountant. The engineer 
is expert in questions relating to the physical condition of the plant 
and equipment. Since the accountant must determine depreciation 
rates and must pass judgment frequently on matters involving- 
appraisals, he must be able to recognize the engineering features of 
the problems which arise in his domain. The situation is similar to 
the one which he assumes in relation to legal problems. He must be 
sufficiently familiar with engineering to know when to ask for the 
aid of an engineer. 

Some accounting firms specialize in fields necessitating the 
employment of engineers on their staffs. Sozne industrial engineer- 
ing firms perform work which necessitates also the services of 
accountants. This interrelation between accounting and engineer- 
ing has become a matter of first rate importance because of the 
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t growth in commercialism ncccssilating heavy investments in 
Sant and equipment of various kinds. The accountant will do well 
to try to understand wherein his work may be related to the work of 

the engineer. 

Future of Accountancy. The purpose ol this chapter has been 
to indicate the nature of the importance of at'counting. To one 
beginning the study of accounting the quesdon naturally arises, 
“What is the future of the accounting profession and what are the 
opportunities available to one who ha.s .sliidicd accounting suffi- 
ciently to master its principles?” Accounting is generally regarded 
as the newest of the professions. Its cU'vclopimmt in the United 
States has been limited to a period of about 51) or 60 years. To- 
day there are several magazines and many books available dealing 
with one aspect or another of the subject. Thca-e arc', perhaps, 
eight or ten thousand persons cngagc'd in the- public [n-aelicc of 
accounting, while many more lhan that number arc' occupied in 
private accounting work for corporations and odu'r lorms of organ- 
ization. A considerable number of ttecounl ants loclay lincl ('inploy- 

ment in one branch or another of govcrnnu'nl service. Statistics 
indicate that members of the acc'ounting profession arc ])aid at least 
as well as are the members of the', older professions cjf law, medicine, 
and engineering. 

One who possesses an aptitude lor accounting work, and who 
enjoys the making of analyses and the [)n'])arati(»u of statc'iuc'nts, and 
who at the same time is able to carry on work involving ma.sscs of 
detail, may regard himself as tcinix'ramcnlally liltc'd for accounting 
work. Perhaps the best-paid positions are those' fouiul in private 
employment, but there arc undcnihlc'dly (jlfsctliiig advantages in 
the field of public accounting. 'X’hc young man or young woman 
ambitious to become an accountanl will do wi'll (o consid<;r the 
opportunities which are ofrored. TlK'rc c.xists c'onsidcrabh^ literature 
dealing with the nature of profc,ssional, privati', tuul publit; account- 
ing work in the form of books and niagaziiK' ardclc'.s. d’bc student 
having access to these will Ijc able to st'c.un' a he. Iter unch'i's Landing 
of the possibilities in the held of accounting endeavor. 



Chapter 2 

THE BALANCE SHEET 


Financial Position. 1 1 is common business custom lo speak of 
the financial position or financial status of an enterprise. To the lay- 
man, financial position may mean little, but to the person familiar 
with accounting principles it means much, because financial posi- 
tion is determined by many facts which must be presented in sig- 
nificant form and arrangement. 

It is evident that one engaging in business must own certain 
property and he usually owes certain debts. In other words he lias 
assets and liabilities. Fundamentally, financial position is the result 
of the situation briefly explained above. 

To illustrate, suppose that John Brown is engaged in the retail 
grocery busine.ss, that his total assets amount to JflOOjOOO.OO and 
that his total debts amount to |40,000.00. It is evident that Brown’s 
net interest in his business is the excess of his assets, .1(100,000.00, 
over his debts, .140,000.00. This amounts to 160,000.00. Now, aft- 
plying the language of accountants to Brown’s status, it may be said 
that he has assets of 1(100,000.00, liabilities of 1('10,000.00, and a net 
worth, or proprietorship, of 1(60,000.00. These facts may be ex- 
pressed in technical form as shown in the Balance Sheet in Fig. 1. 

John Brown 
BALANCii Sheet 


Asicts. 1100,000.00 Debt! 40,000.00 

J. Brown, Nc;t Worth. . . . (j0,000.00 

1100,0 00.00 ' pjo^tioToo 


Hg. 1 

It is evident that this balance sheet indicates Brown’s financial 
position, as at some given date. If we assume that this is his financial 
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position at the close of business on December 31, 19 — , the balance 
sheet may be revised as shown in Fig. 2. 

John Brown 

Balanck Sheet 
as at December 31, 19 — 

Assets 1100,000.00 Debts I 40,000.00 

J. Brown, Net Woitli 60,000 00 

$100,000.00 $ino,OQo.ol 

Fig. 2 


It is evident that Brown’s financial position will not remain as 
indicated in Fig. 2. He will purchase additional inereliandisc and 
make sales. Assume that his income for the following yc'ar amounts 
to $10,000.00 in excess of all costs and expense, s. It is evident that he 
will make a profit of that amount, namely, $ 10,000.00. 'J'hi.s means 
that his assets will be increased $10,000.00 and, assuming that his 
debts remain at $40,000.00, his net worth likewisi' will bt' increased 
$10,000.00, so that his balance .sheet as at December 31, 19 — will 
appear as shown in Fig. 3. 

John Brown 

Balance Sheet 

as at December 31, 19 

Assets $110,000.00 Debts ... $ 40,000.00 

J. Brown, Net Wouh . 70,000,00 

1110,000 .00 it I 1 0, ojifioo 

Fig. 3 


Accounting Period. An interval of one year was a.s.sumed be- 
tween balance sheets in Figs. 1 and 2. AecouiUanls rc'i'er to Ihis in- 
terval between balance shcebs as tlie accounting [leriod. The 
accounting period may be one year, as in Lire illustralion above, or 
it may be one month, as is not infrequently the ca.se in mtidcrn busi- 
ness. It is essential that accounting periods of uniform length be 
followed, otherwise the statements resulting cannot be said to be 
on a comparative basis. 
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Need of Greater Detail. The illustrations given above are 
purposely brief in order that the main outline of the principles may 
be grasped by the student. It is evident, however, that much more 
detail must be explained in balance sheets if the financial position 
of a business is to be given proper explanation. To say that Brown’s 
assets equal $100,000.00 or $110,000.00 gives insufficient informa- 
tion for the reader of Brown’s balance sheet to enable him to deter- 
mine whether Brown has distributed wisely this amount among the 
various kinds of a.ssets needed to carry on the retail grocery business. 
At this point, it may be explained that an asset is anything of value 
owned by an enterprise and which, with a few possible exceptions, 
is used in carrying out business operations. 

It also is evident that more information will be needed relative 
to Brown’s debts. Debts incurred in the purchase of merchandi.se 
must usually be paid within a relatively short period of time. On the 
other hand, mortgages may not mature until a period of years has 
expired. Before a business man can understand his financial posi- 
tion, he must have a classification of both assets and debts which will 
enable him to determine whether assets will be available for the 
liquidation of debts as they mature. 

As regards net worth, the need for great detail in the case of 
Brown’s balance sheet is not so evident. Of course, Bi'own should be 
able always to distinguish that which he has added to his net worth 
in the form of profit from that which he originally invested. In the 
case of the sole proprietorship, the information relative to net worth 
usually can be expressed in tlic balance sheet as a single item. As 
will be explained later, this amount can be analyzed to show what 
portion is original investment and what portion is accumulated 
profit. 

Meaning of Classification. The foregoing considerations make 
it desirable to explain at this point the significance of the word 
classification. It is customary to speak of the classification of assets and 
the classification of debts. In some instances net worth is also sult- 
ject to greater or less classification. 

In general, the word classification means the division of a group 
of things into two or more subgroups, each subgroup posses, sing 
certain characteristics which distinguish it from the other sub- 
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groups. Each subgroup may be lurlhcr classified. Tlie idea of classi- 
fication may be illustrated as follows: If A represents the' total group, 
then 1, 2, 3, etc., may be permitted to represent subgroups. Each 
subgroup may in turn be classified /i, r, etc. If thc.se aic subject to 
further classification, the numerals (1), (2), (.3), etc., may be usc'd to 
indicate the proper items. A still further classification might be 
indicated by {a), (b), (r), etc. This proec'dure whereby each .sucee.s- 
sive subclassification represents a delimitation is illustrated in Fig, 4. 

A, 

1 . 

2 . 

.3., etc. 

■ «) 

A) 

c), etc. 

(1) 

( 2 ) 

(3), etc. 

(«) 

(A) 

(c), etc. 

Fig. 4 

Using assets to illustrate further the principh's of cltissification, 
the outline classification shown aljovc may be filled out as shown 
in Fig. 5. 

A. Assets 

1 . Gurreat 

a) Casli 

(1) III bunk 

(а) First Natien.il 

(б) City National 

(2) On Hand 

Fig. 5 

The importance of a correct application of the principles of 
classification will become clearer as the student progrcssc.s in his 
study of accounts. It may be stated here that the correct clas.sifica- 
tion of all items is a long step toward success in bu.slnc,s.s. 

Asset Classification. Accountants arc not entirely agreed as 
to what is the most desirable fundamental clasKifieation of assets. 
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Moreover, classifications of assets should not be the same in differ- 
ent lines of business. Obviously, the assets of a bank arc not subject 
to the same classification as are the assets of a manufacturing con- 
cern. The illustration which follows must therefore be looked upon 
as merely suggestive and subject to modification and elaboration 
when applied to a particular business. In order to secure a basis of 
discussion of assets, the classification shown in Fig. 6 will be used. 

A. Assets 

1 . Current 

2. Fixed 

3. Investments 

4. Intangible 

5. Deferred 

Fig. 6 

Current Assets. Current assets may be defined as cash and other 
items which, in the normal course of hnsincss, may be converted 
into cash. Merchandise is an illustration. Merchandise i.s purcha.sod 
to be sold as soon as possible. It may be sold for cash, or on account. 
If sold for cash, it is immediately converted into casli. If sold on 
account, it is converted into ca,sh when the customer pays his ac- 
count. Accounts receivable, as the foregoing statememt indicates, 
represent a step in the process of realizing cash on merchandise sold. 
Accounts receivable arc therefore current assets. Sometimes mer- 
chandise is sold and notes or acceptances taken in payment. These 
also are current assets since they will be converted into cash when 
paid. Sometimes cash is temporarily invested in bonds which can be 
liquidated easily when more ca.sh is needed. It is correct, therefore, 
to regard certain short-term investments as current asset.s, becau.sc 
in the normal course of business they will soon be convc:rtcd intcj 
cash. 

It may be seen, therefore, that current assets follow a circular 
movement. Beginning with cash there follows merchandise pur- 
chased, next, accounts, or notes receivable, and finally again, cash. 
This is perhaps the explanation for the rather common use of the 
term circulating assets. Although this is a significant expression il is 
not used in the classifications found in this book. In Fig. 7 is shown 
a classification of current as!5Cts which is intended to be merely sug- 
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gestive of the nature of this important group of assets. It will, of 
course, require revision for particular enterprises. 


A. Assets 
1. Cut rent 
a) Gash 

(1) In flank 

(2) On Hand 
4) Merchandise 

c) Accounts Receivable 

d) Notes Receivable 

e) Acceptances Receivable 

f) Temporary Investments 

Fig. 7 


1. Cash. Gash consists of money on hand and in the bank. Its 
distinctive characteristic is its availaloility for making all kinds of 
payments. It is, in other words, a medium of exchange. Gash is a 
useful asset only in so far as it is needed for making payments. An 
excessive amount of cash is idle wealth. By the cash position of an 
enterprise is meant the amount of cash it possc.sses when considered 
in relation to the uses it will be required to nuike of such cash. 'Bhus, 
the cash position is strong if an abuncUmcc. of ctisli i.s available to 
meet all requirements, whereas, the cash position is weak if the 
amount of cash available to meet requirements is small. 

Sometimes items of doubtful validity arc Ciirrictl as ca.sh, such as 
I.O.U.’s from officers and employees. Ghecks available for imme- 
diate deposit are properly considered as cash. 

There are various methods of handling cash on hand, and it is 
necessary that it be handled correctly. Unless all ca.sh receipts arc 
deposited in the bank, confusion in the handling of cash is likely to 
result. Gash to be used in making current disbursc'ments, which 
cannot be made by check, should be kept in a separate fund which 
can be replenished periodically. 

2. Merchandise. By merchandise is meant goods purchased to be 
resold, usually at a profit. In case of manufacturers, raw materials 
are purchased to be reworked before being sold; as a consequence, 
in place of merchandise, manufacturers have three inventories, 
namely; (a) raw materials, (b) goods in process, (c) finished goods. 
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Inventories are necessary and important. To achieve the great- 
est success in business, inventories must be disposed of and replaced 
at a reasonably rapid rate. This is technically known as inventory 
turnover. Inventory of merchandise must not be permitted to ac- 
cumulate to such an extent as to tie up capital unnecessarily. The 
same is true of inventories of raw materials and finished goods. The 
accounting procedure required in connection with merchandise and 
also with the inventories of raw materials, goods in process, and 
finished goods is an important one. 

3. Accounts Receivable. Accounts receivable are the debts which 
are owed to the business for merchandise sold. This item is of 
importance because it is the source of great loss if uncollectible 
accounts receivable are permitted to accumulate. Accounts receiv- 
able should be cleared out many times each year except in those 
lines of business where .slow payments are recognized as proper. 
Accounts receivable must be analyzed periodically for the purpose 
of locating past due items. It is inevitable that some losses will occur 
in the form of uncollectible accounts receivable, but these can be 
reduced to a minimum by avoiding undesirable customers and by 
taking prompt measures to collect. 

A considerable amount of capital is tied up frequently in 
accounts receivable. This is nccc.ssarily the case where credit is 
extended to customers. Continuous attention, however, should be 
given to the matter to avoid any undesirable increase in the amount 
of capital so used. 

4. Notes Receivable. Notes receivable sometimes perform much 
the same function as do accounts iTccivablc, that is, where notes arc 
customarily accepted from customers. Where this is the case, they 
should be given much the same con.sideration as arc accounts 
receivable. Notes receivable indicate more definitely the customers’ 
liability and can be discounted usually at banks, whereas accounts 
receivable can be discounted only with certain classes of finance 
companies, and usually only at relatively high rates of discount. 

Where notes have been accepted from customer.s unable to pay 
on open account promptly, they may be a doubtful asset. Much in 
the way of legal precedent has been established in connection witli 
notes. This has been incorporated in the Uniform Negotiable In- 
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strurnents Ls-Wj wtiich. lists been en^ictccl in sill oi llic stsitcsj thus 
effecting uniform procedure. 

A note is defined in the Uniform Negotiable Instruments Law 
as “an unconditional promise in writing made by one person to 
another, signed by the maker, engaging to pay on demand, or at a 
fixed or determinable future time, a sum certain in money, to order 
or to bearer.” 

5. Acceptances Receivable. Acceptances receivable, are treated in 
much the same manner as are notes receivable, but differ from 
notes receivable in that they contain on their face the statement that 
“The obligation of the acceptor hereof arises out of th(' purchase of 
goods from the drawer. The drawee may accept (his payable at any 
bank, banker, or trust company in the United States which he 
may designate.” 

Acceptances are one form of bills of exchange and art' defined 
by the Federal Reserve Board as “Bills of exchange drawn by the 
seller on the purchaser of goods sold, and acceptt'd by such pur- 
chaser.” Acceptances receivable arc an e.spccially di'sirable form of 
asset because of the case with which they can Ijc discounlcd and 
rediscounted. 

6. Tempoiaty InveHmenls. Temporary inveslments may be Jiiadc 
in whatever securities are suitable, or they may take the form of 
certificates of deposit in banks upon which a low rate; of intc'rest is 
earned. They are properly classified as current assi'ts Ix'C'ausc they 
represent merely the investment of casli during j)eriocls when more 
cash is available than is needed and will be converted back into 
cash when occasion demands. 

Fixed Assets. Fixed assets are in clear contrast with current 
assets because they are not to be sold, but arc to be used and, as a 
rule, worn out in the businc.ss. Fixed a-ssets rccpiirc much attention 
from the accountant because of the lieavy capital investment 
usually required therein, and because of the iic<'cl of taking neces- 
sary steps for the preservation of this investmemt. Whcrcxis an over- 
investment in merchandise usually can be rcmcxlied in a short 
period of time, an over-investment in fixed assets i.s, on the other 
hand, a more or less permanent drag on the business, for tlte reason 
that fixed assets usually can be disposed of only at heavy losses. 
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The distinction made above between current assets and fixed 
assets is true only relatively, for whereas current assets are being 
sold and renewed constantly, thus being converted into cash, fixed 
assets arc also being renewed constantly and therefore, over long 
periods of time, pass into the cash stage. In a sense, too, fixed assets 
are sold, but only indirectly, being charged to customers in the 
form of depreciation, which is one kind of expense. Therefore, to 
summarize, it may be said that whereas current assets are renewed 
frequently many times each year, fixed assets are usually renewed 
only at long intervals of time, sometimes as long as 20, 30, 40, or 
50 years. In Fig. 8 is presented a suggestive classification of fixed 
assets. This, of course, is subject to revision for purposes of particular 
enterprises. 

A. Assets 
1 . Fixed 
a) Land 
h) Buildings 

c) Machinery 

d) Furnilure and Fixtures 
c) Delivery Equipment 

Fig, 8 

1. Land. Land is usually said not to depreciate, although there 
are exceptions to this rule. Land is perhaps the most fixed of all 
assets and may be regarded usually as being indestructible. Depre- 
ciation, as it applies to land, means exhaustion of fertility or decline 
in value resulting from such unfavorable influences as changing 
laws and shifting populations. The accountant .should segregate 
land from buildings and other fixed assets because of its peculiar 
characteristics. Frequently, land and buildings are indicated as one 
asset. This is not good procedure. Land may be subclassilicd in 
accordance with the uses to which it is put, such as land used in 
operations and land held for investment purposes. Varying circum- 
stances may require other classification.s of this important asset. 

2. Buildings. Sometimes heavy investments arc required in 
buildings. This is particularly true in case of manufacturers. Build- 
ings are of various types and uses and when properly accounted for 
are classified in accordance with their type and use. The inves Linen t 
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in buildings represents a sum which must be preserved notwith- 
standing that buildings depreciate more or less rapidly. The ac- 
counting procedure necessary to accomplish this preservation of the 
investment will be consideicd later. 

3. Machinery. Machinery sometimes represents a large invest- 
ment. This investment must be preserved, as in ease of buildings. 
The expiration of this investment is known as clc|Jr('eiation. The 
principles which .should govern the treatment of this investment 
will be considered later. In some instances, the amount of capital 
invested in machinery is sufficient to make the trea linen t ol clepn'- 
ciation thereof a problem of primary importance. 

4. Furniture and Fixtures. This item includes such asst'ts as chairs, 
tables, adding machines, and show cases. Liitle uniformity of 
opinion exists even among accountants as to the correct accounting 
treatment for furniture and fixtures. As a rule, the raK- of depre- 
ciation is high and, of course, it is necessary to nialu' aclecpiatc pro- 
vision therefor in the records. 

5. Delivery Equipment. This item includes trucks, wagons, etc., 
used in delivering merchanclLsc .sold to customers, hti'preciation 
thereon is high and must be accounted for. In some rcdail cistablish- 
ments, the investment in delivery eciuipment is a material one and 
the cost of upkeep may be considoraljlc. 

Investments. For present purposes, it is uniK'ci'ssary to attempt 
any classification of investments. The item docs not aiipcar on 
many balance sheets. When it dons appear, it indicates a non- 
operating asset. Such investments may be established for various 
purposes, such as a fund for the construction of a Imilding at some 
future date. Sometimes investments repi’c.scat an interest in allied 
enterprises. At this point, it is sufficient to note that invc.stim'uts arc 
a distinct item in the balance sheet because they indicaU' funds not 
being used for operating purposes. 

Intangibles. An intangible asset is one which docs not po.sse.s.s 
physical properties and therefore is not of a nature to permit 
measuring and weighing. Examples of inlangilrlc a.s.s(’is are good- 
will, patents, copyrights, trademarks, and franchise.^. It is e.sscntial 
that intangible assets be segregated carefully from other assets in the 
balance sheet because they depreciate in accordance with rather 
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definite principles and because investors and bankers always prefer 
to see this item set out in contrast with other items in the balance 
sheet. 

Deferred Assets. Deferred assets are expenses paid in advance, 
such as prepaid insurance, prepaid advertising, and prepaid rent. 
Some deferred items depreciate in accordance with definite con- 
tractual arrangements; in other instances the depreciation must be 
estimated. An illustration of the first type is prepaid insurance 
which may be prepaid for, say, three or five years, and therefore its 
value disappears over a three- or five-year period, proportionately 
to the expiration of time. In the case of prepaid advertising, no such 
definite basis for determining depreciation is present; therefore it is 
necessary to estimate how long the benefits will continue. 

Liability Classification. Accountants arc fairly well agreed as 
to the fundamental classification of liabilities into cuiTcnt and fixed. 
Sometimes other items, such as liability reserves, are included, but 
for the present the subdivision of liabilities into current and fixed 
will be followed, as shown in Fig. 9. 

L. Liabilities 

1. Current 

2. Fixed 

Fig. 9 

Current Liabilities. Current liabilities are usually regarded as 
obligations which will fall due and become payable within a period 
of one year or less. This is a somewhat arbitrary limitation but quite 
suitable for practical purposes. In the outline shown in Fig. 10 are 
listed current liabilities which commonly occur in business. This 
outline is not intended to be all inclusive, but is subject to revision 
for the purposes of particular enterprises. 

L. Liabilities 
1. Current 

a) Accounts Payable 

b) Notes Payable 

c) Dividends Payable 

d) Accrued Taxes 

Fig. 10 
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1. Accounts Payable. Accounts payable are debts incurred in the 
purchase of merchandise or raw materials. Accounts payable which 
originate in any other way should be segregated and shown sepa- 
rately. As a rule, accounts payable must be paid within from 30 to 
60 days, or sooner if cash discounts are offered. For example, it is 
certain that the terms for a particular purchase arc 2 per cent 10 
days, net 30 days. This means that 2 per cent may be deducted if 
payment is made within 10 days from date of invoice, but that if the 
discount paid is allowed to pass, payment must be made within 30 
days from date of invoice. 

2. Notes Payable. In some lines of business, the vendor* asks the 
vendee to sign a note for the amount of the purchase', lliis may be 
because it is the custom in that particular line of business. Notes arc 
discounted more readily, as has been explained. They may bear 
interest from date or they may bear interest from maturity only if 
not paid at maturity. Acceptances payable may, for the present, be 
classified with notes payable, since from the point of view of the 
acceptor they fulfill the same function as do notes payable. 

3. Dividends Payable. This item appears only in the balance sheet 
of corporations. It represents the liability of the corporation to 
stockholders for the amount of the dividend declared by the corpo- 
ration’s board of directors. For example, if the corporation has out- 
standing $100,000.00 of capital stock and declares a dividend of 
5 per cent, an item entitled Dividends Payable, $.5,000.00 will appear 
in the current liability division of the balance .sheet. This may be 
paid in one payment, but usually dividends are made payable 
quarterly; thus, in the case of the illustration, the first payment 
would be $1,250.00, which should reduce the amount of the divi- 
dends payable to $3,750.00. This liability would, in turn, be re- 
duced by the three quarterly payments to follow. 

4. Accrued Taxes. Taxes for a given year usually become due and 
payable in the following year. Since the amount varies from year to 
year, and since the bill for a particular year is not received until after 
the close of that year, it is necessary to estimate the amount of taxes 
accrued. This is shown as a current liability and, of coui’sc, is subject 
to adjus tment when the exact amount of the taxes becomes known. 

*A vendor is a seller, a vendee is a buyer. 
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Fixed Liabilities. Fixed liabilities are those which fall due and 
become payable within a period of more than one year. In Fig. 1 1 
fixed liabilities are outlined briefly. This outline is only suggestive. For 
example, a corporation might have outstanding several bond issues. 

L. Liabilities 
2. Fixed 

a) Mortgages Payable 
i) Bonds Payable 

Fig. 11 

r 

7. Mort^age^ Payable . In case of sole proprietorship and partner- 
ship, long-term loans usually arc secured by a mortgage on fixed 
assets. The liability usually is known as a Mortgage Payable, and 
should be listed as a fixed asset in the balance sheet. 

2. Bonds Payable. Corporations usually borrow for long-term 
periods by selling bonds. There are many types of bonds but these 
need not be described at this point. If there is a single issue of bonds 
outstanding, it will be designated by indicating briefly the nature ol 
these bonds; thus a corporation might have outstanding ®500,000.00 
of second mortgage 7 per cent bonds. These bonds outstanding 
should be listed in the balance sheet under fixed liabililics. 

Net Worth. As has been explained, net worth is the excess of 
current assets over current liabilities. It also has been shown that in 
case of a sole proprietorship this is known by some such name as 
J. Brown, Mel Worth. It is necessary, however, that an understanding 
be secured of the way in which net worth is shown in case of part- 
nerships and corporations. In Figs. 12, 13, and 14 are outlined the 
net worth divisions of the balance sheet for sole proprietorship, 
partnership, and corporation, respectively. 

N. Net Worth 

1. Sole Proprieiorship 
a) Capital Account 

Fig. 12 

N. Net Worth 
1 . Pai tncr.ship 

a) Capital Accounts 
i) Drawings Accounts 

Fig. 13 
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N, Net VVortli 

1. Corporations 

a) Capital Stock 

(1) Common 

(2) Preferred 

b) Surplus 

(1) Earned 

(2) Capital 

Fig. 14 

Net Worth— Sole Proprietorship. As indicated in Fig. 12, the 
net worth of a sole proprietorship is set forth in a single Capital 
account. To this is adjoined the proprietor’s name so that in the 
balance sheet the title of the account I'cads, J. Broim}, Net Worth, or 
J. Brown, Proprietorship, or J. Brown, Capital Account. 

Net Worth — Partnership. In ca.se of a parlnershii), each part- 
ner has a separate Gapliai account and a separate Drawings ac- 
count, so that there arc as many capital accounts and drawings 
accounts as there are partners. As will be explained latc’r, however, 
only the partners’ capital accounts arc shown in the L)alanct^ sheet, 
The drawings accounts arc not so shown. 

Net Worth — Corporation. As has been stated, the net worth 
section of the balance sheet of a corporation is distinctive, because in 
a corporation net worth or ownership is c.xpressccl in the form of 
shares of capital stock. If, for example, one cjwns 1 0 shaius out of a 
total of 1,000 shares of stock outstanding, he owns 1/100 of the 
corporation. Since the capital stock is still shown in the htilanec 
sheet for which it was issued, prolits cannot be cn'clited to the 
Capital Stock account in the way they an' credited to the Gapittil 
account of the sole proprietor and to the capital accounts of jjart- 
ners. In a corporation accumulated profits ar(.‘ shown in a Sui’iilus 
account. As indicated in Fig. 14, capital stock may be cither com- 
mon or preferred, and surplus may be either earned or capital 
surplus. It is unnecessary at this point to e.xplain the; full signiUcance 
of common stock as distinguished from preferrcxl stock, and to c.x- 
plain in detail the difference between earned and capital surplus. 
In brief, however, it may be stated that prcferr{'d stock is stock 
which is given a preference usually as to dividends; that is, a- 
dividend of an expressed per cent or amount must be paid on the 
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preferred stock before any dividend can be paid on the common 
stock. Also it may be stated that earned surplus represents profit de- 
rived from operation, whereas capital surplus represents an increase 
in net worth, derived from some such source as the sale of capital 
stock at a premium, donations, and revaluation of fixed assets. 

How Balance Sheet Data Is Secured. The preceding pages 
consist of an elaboration of the first paragraph, whch was entitled 
Financial Position. The financial position is expressed in the balance 
sheet and is an indication of a condition as at a given date only. 
This balance sheet approach to the study of accounting has been 
selected because the student thus learns to appreciate that the one 
main purpose of accounting is to show financial position at given 
intervals of time. Another main purpose of accounting is to explain 
’changes which occur between balance sheet dates. This idea will be 
elaborated upon later. For the present, it may be stated that the 
data used to construct a balance sheet must be taken from the best 
available records. It is the purpose of accounting to provide records 
which will give complete balance sheet data. How this is done is the 
subject matter of this book. It is necessary therefore for the student 
to study first financial position by means of assumed balance sheet 
data, and then later he will be in a position to understand how this 
data is actually secured in practice. 

Illustrative Balance Sheets, In Figs. 1 and 2 simple forms of 
the balance sheet are shown. Based upon the study of balance sheet 
classification of assets, liabilities, and net worth it is now possible to 
elaborate upon the form of the balance sheet and to give fairly 
detailed forms for the sole proprietorship, the partnership, and the 
corporation. See Figs. 15, 16, and 17. 

Comments on the Balance Sheets, The data contained in the 
three illustrative balance sheets shown in Figs. 15, 16, and 17 have 
been varied only in so far as is necessary to show the dilfercncc be- 
tween sole proprietorship, partnership, and corporation balance 
sheets. The student will note that tlie c.sscntial difference is in the 
net worth division; no other changes are shown. It may be stated, 
however, that in the balance sheet of a corporation bonds payable 
usually take the place of a mortgage. This is not necessarily the 
case, however, where the loan is as small in amount as $20,000.00. 



1. Sole Proprietorship 


John Brown 
Bai.ance Sheet 
as at Decemher 31, 19 — ■ 


Current Assets: 



Current Liabilities: 

Gash in Bank 

$13,000.00 


.Accounts Payable 

Gash on Hand. 

400.00 


Notes Payable 

Merchandise 

10,000.00 


Taxes Accrued 

Accounts Receivable 

Temporary Investments 

2,000.00 

2,000.00 

$ 27,400.00 

Fixed Liability: 

Moi-tgage 

Fixed Assets: 

Land 

$13,000.00 


Net Worth: 

Buildings 

Fumiture and Fixtures 

Deliverv" Eqmpment 

33.000. 00 

10.000. 00 
6,300.00 

62,300.00 

John Brow'll, Capical . . . . . 

Investments 


4,000-00 


Intangibles: 

Goodwill 

Deferred .Assets; 


1,000.00 


Prepaid Insurance 

. . 

2,300.00 


Prepaid .Advertising 


3,000.00 

$100,000.00 
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2. Partnership 

Brown and Jones 

Balance Sheet 

as at December 31, 19 — 


Current Assets: 

Cash in Bank S13.000.00 

Gash on Hand 400.00 

Merchandise 10,000.00 

Accounts Receivable 2,000.00 

Temporary Investments 2,000.00 

S 27,400.00 


S13,000.00 

33.000. 00 

10 . 000 . 00 

6,300.00 

62,300.00 


Investments 4,000.00 

Intangibles: 

Goodwill 1,000.00 

Deferred Assets: 

Prepaid Insurance 2,300.00 

Prepaid Adverrising 3,000.00 


$100,000.00 


Pixed Assets: 

Land 

Buildings 

Furniture andPixtures 
Delivery Equipment. . . 


Current Liabilities: 

.Accounts Payable. 
Notes Payable. . . . 
Taxes Accrued . . . 


Fixed Liabilities: 

Mortgage 

Net Worth: 

John Bro%vn, Capital , 
Arthur Jones, Capital 


Fig. 16 





S -L 0,000 .OO 
0 , 000-00 
X , 000-00 



3X0,000-00 
0 , 000-00 
X, 000-00 

3 2 . 0 , 000,00 

- ^ 
20 , 000-00 


000.00 

20 , 000-00 




Brown-Jones Company 
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The balance sheets shown are in what is known as account form, 
that is, the assets are placed on the left-hand side and the liabilities 
and net worth are placed on the right-hand side. F requcntly, however, 
what is known as the statement form of the balance sheet is used. 
In order that the student may become familiar with the statement 
form, the corporation balance sheet in Fig. 17 is rearranged in state- 
ment form in Fig. 18. 

Brown-Jones Company 

Balance Sheet 

as at December 31, 19 — 


Assets 

Current Assets: 

Cash in B.'ink 

Cash on Hand 

Merchandise 

Accounts Receivable 

Temporaiy Investments 

Fixed Assets: 

Land 

Buildings 

Furniture and Fixtures 

Delivery Equipment 

Investments 

Intangibles : 

Goodwill 

Deferred Assets: 

Prepaid Insurance 

Prepaid Advertising . . , 


Liabilities and Net Worth 

Current Liabilities: 

Accounts Payable 

Notes Payable 

Taxes Accrued 

Fixed Liabilities: 

Mortgage 

Not Worth: 

Capital Stock 

Surplus 


113.000. 00 
400.00 

10,000.00 

2,000.00 

2,000,00 

S 27,400.00 

813.000. 00 

33.000. 00 

10 . 000 . 00 
6,300.00 

62,300.00 

4,000.00 


1,000.00 


2,300.00 

3,000.00 

$100,00000 


110,000,00 

9.000. 00 

1 . 000 . 00 

$ 20,000.00 
20,000.00 

60,000.00 

10,000.00 

$100,000.00 


Fig. 18 



Chapter 3 

PROFIT AND LOSS STATEMENT 

Financial Transactions and Accounting Period. The manner 
in which the financial position may be shown has been explained. 
It also has been explained that it is customary to require a bcilance 
sheet at the end of certain intervals of time. In practice, the interval 
is usually either a month or a year. During this interval, or aceounl- 
ing period, changes occur, other-wise a business would remain sta- 
tionary which obviously is inconceivable. The purpose of every 
business enterprise is to make a profit by selling goods or services 
and thus to fulfill a need in the community. It is evident that during 
even as short a period as one month hundreds or thousands of 
transactions will be consummated. 

These transactions vary greatly in detail, but in general it may 
be said that they consist in transactions preparatory in character 
and transactions final in character. It ispo.ssiblc that several prepara- 
tory transactions may be cariied out in order that one final trans- 
action may result. To illustrate, among preparatory transactions 
are the purchase of merchandise, the lairing of clerical help, the 
insuring of property, and the advertising of merchandise or services. 
These preliminary transactions should result in sah-.s which may be 
regarded as the final stage in the series. It is true, of course, that if 
sales are made on account it i-emains to collect tin- amount from 
the purchaser. 

It may be said that these transactions have negative and positive 
results. The results of purchases of mea-chandisc, paying of rent, 
paying for insurance and paying for clerical help, are, in themselves, 
negative in their elfcct on net worth, that is, they reduce net worth. 
On the other hand, sales are positive in effect and iix a successful 
business they more than offset the negative factors. In other words, 
the net result of business transactions should be positive in character 
and should result in an increase in net worth. In an enterprise in 

36 
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which the negative or expense factors outweigh the positive or in- 
come factors, net worth continues to grow smaller until insolvency 
occurs, that is, until net worth disappears and liabilities exceed 
assets. The purpose of accounting is to enable business men to avoid 
unfavorable trends by affording the information necessary for the 
elimination of unnecessary factors of expense and unprofitable 
sales. In order to determine approximately the results of financial 
transactions sufficiently soon to avoid unfavorable trends, it is 
necessary to adopt an accounting pcidocl sufficiently short in dura- 
tion to make it possible to pu( into effect remedial measures before 
too much damage is done, for this rca.son the month is regarded as 
the proper accounting period in many businesses. It is evident that 
there are certain difficulties in thus arbitrarily summarizing results, 
because business is continuous in character and there is no particu- 
lar date when all transactions may be concluded and an entirely 
new start taken. Notwithstanding, it is necessary to make whatever 
adjustments may be needed to give a reasonably accurate picture of 
results accomplished during the accounting period and to prepare' 
those statements which are neccssaiy to rcflecL not only the condi- 
tion at the end of the period, but the changes which have occurred 
during the period. As has been explained, the condition at the end 
of the period is reflected in the balance sheet. The purpose of this 
chapter is to show how changes during the period are indicated in 
the profit and loss statement. 

Comparative Balance Sheet. Since the balance sheet is used to 
show the financial condition of an enterprise at the end of each 
accounting period, it is evident that by placing two successive 
balance sheets in such arrangement the items thereon can be com- 
pared readily, and certain valuable conclusions can be drawn rela- 
tive to the changes which have occurred in the financial position of 
an enterprise during the accounting period. This is done by setting 
up what is known as a comparative balance sheet. Usually two 
balance sheets are thus compared, although it is possible to show 
three or more balance sheets on a comparative balance, sheet state- 
ment, In Fig. 19, a comparative- balance sheet for John Brown is 
.shown. In this case the accounting period is one month. 

An examination of this comparative balance sheet indicates that 



Comparative Balance Sheet 

December 31, 19-6 and January 31, 19-7 
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Tred Assets: 

Prepaid Insurance 2,300.00 2,000.00 

Prepaid Advertising 3,000.00 2,750.00 

$100,000.00 $98,875.00 $100,000.00 $98,875.00 
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certain changes have occurred in the financial status of John Brown 
during the month. For example, net worth has increased from 
$60,000.00 to $64,050.00. There also has been effected a consider- 
able decrease in current liabilities which means a corresponding 
increase in working capital, which is the excess of the current as.scts 
over current liabilities. 

Notwithstanding the importance of the conclusions which can 
be drawn from a study of the comparative l^alance sheet, it is im- 
possible to explain why the increa.se in net worth of $4,050.00 
occurred. It would be reasonable to assume that it represents net 
profit for the month of January, but there is no indication that this 
is the case. It mig'hl, for example, represent in part at least, an addi- 
tional investment on Brown’s part. Assuming, however, that it does 
represent the month’.s net profit, there is lacking much desirable 
information relative to the manner in which it was earned. 'I'here is 
no indication of the amount of the operating expenses, and there is 
no cla.ssification of expeases. In brief, one is left entirely uninformed 
as to the origin of the increase in net worth. 

Nature of Income and Expense. The impossibility of securing 
the desired information relative to causes of changes in net worth 
from the examination of the balance sheet makes it ncccs.sary to 
devise means for recording this information. In other words, it is 
necessary to give attention to income and expense. It is not sufiicient 
merely to know what the excess of total income over total expense 
amounts to. This amounts to $4,050.00 in the comparative balance 
sheet shown in Fig. 19; but it may be asked, what were the sources 
of income and what was the amount of each? Also, what were the 
expenses and what was the amount of each? This makes necessary 
some consideration of the nature of income and expense. 

In general, income is that which a business receives from the sale 
of merchandise or services. This constitutes operating income. 
Sometimes, however, there are other sources of income which may 
be listed under the title of nonoperating income. Nonoperating 
income is that received from investments, from the letting of rooms 
not needed for the present in the business, and from any other 
source which is unrelated to the primary operations of a concern. 
It is evident, therefore, that income must consist of a large number 
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of small items. For example, in the retail grocery business, sales 
range from one cent to many dollars. Each such sale represents 
income. In the case of a firm engaged in the praclicc of law, fees 
paid by clients represent income. In the case of a manufacturer of 
pianos, the sales price of each piano sold is income, In other words, 
that which a business receives for goods sold, or lhat which a pro- 
fessional man receives for sales rendered, is income, The student 
will have no difficulty in calling to mind many illustrations of in- 
come received by concerns located in his community. 

All such income received docs not, however, represent an in- 
crease in net worth. Even professional men, such as lawyers, doc- 
tors, and accountants must incur expensc.s. Exptm.ses arc paid by 
business enterprises and professional men in order that they may 
carry on their work properly. A professional man needs assistants 
and an office with necessary ec]uipmcnt. The rent paid for the 
office, the depreciation on the equipment, and the hire of the 
assistants constitute his expenses. In case of business enterprises, 
expenses comprise such items as the c<jst of goods sold, wages, 
salaries, insurance, taxes, rentals, commissions, advtu'lising, and 
repairs. Unless such expenses arc incurred, business cannot be 
carried on. It is expected, however, that the total of the expenses 
will be less than the total of the income. When expenses exceed 
income, a concern operates at a loss and its net worth is decreased. 
One of the primary functions of accounting is to help business and 
professional men to secure accurate information as to the amount 
of their income and expense, which will enable them to take what- 
ever measures are nece.ssary to remedy unfavorable (rcnd.s. 

Expense Classification. Any attempt to cla,ssify expenses must 
be regarded as merely suggestive. Each enterprise must classify its 
expenses in accordance with their nature and in accordance with 
the requirements for information. In a broad sense, expenses fall 
into two fundamental groups, namely: {a) operating, {})) nonoper- 
ating. Ordinarily, the subdivisions of operating expense,? arc made 
along lines somewhat as shown in Fig. 20, 

Selling Expenses. The subcla,ssification of expenses should be 
carried still further, since detailed information is necessary relative 
to selling, administrative, financial, and even miscellaneous ex- 
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1. Operating Expenses 

n) Selling 

b) Administrative 

c) Financial 

d) Miscellaneous 

Fig. 20 

pcnscs. Therefore the subclas-silication of selling expenses, as shown 
in Fig. 21, Ls suggested: 

a) Selling Expenses 

(1) Cost of Good.s Sold 

(2) Advertising 

(3) Commissions 

(4) Salaries of Sale.snicn 

(5) Traveling Expenses 

(6) Kreighl-out 

(7) Depreciation on Dcliveiy Equipment 

Fig. 21 

7. Cost of Goods Sold, dost of goods .sold is clearly an item of great 
importance in both merchandising atid manul'nc luring. In ease of 
merchandising, goods arc not transformed in character, but they 
are usually purchased in large ciuantitics and .sold in small quanti- 
ties. It is evident that all goods purchased during a given month or 
year will not be sold during the same month or year. In other words, 
there is alway.s an amount held over to be disposed of during the 
following period. The amount of goods on hand at the end of the 
accounting period is known as the closing iriventoiy. The amount of 
goods on hand at the beginning of an accounting period is known as 
the opening inventory. In other words, the closing inventory for one 
period becomes the opening inventory for the following period. 

The cost of goods sold for a given accounting [period is found by 
taking into consideration three factors, as shown in Fig, 22. 

(a) Opening Inventory 

(i) Purchases during the Period 

(ff) Closing Inventory 

Fig. 22 

Assuming amounts for each of these items, the cost of goods sold 
is determined as shown in Fig. 23. 
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opening Inventory 0,000.00 

Add IS, 000,00 

2-l,OOo'.O0 

Less Clonng Inventory y, 000,00 

Cost of Goods Sold ■ ■ 10,000,00 


In practice it is necessary to indicate the date of the opening 
inventory, as well as the date of the closing inventory. Thus, if the 
date of the opening inventory is April 1, 19 — •, and the date of the 
closing inventory is April 30, 19 — , the foregoing statement may be 
revised as shown in Fig. 24. 


Invenloiy April 7, 79— 6^000.00 

Add Purchases 000.00 

24,000.00 

Less Inventory April 30, 79 — 8,000,00 

Cosi of Goods Sold 10,0 90.00 


Fig. 24 


2. Advertising. Advertising is the expense of calling the public’s 
attention to whatever an enterprise has lo sell. In some cases adver- 
tising is an important item of expense. Sometimes it is nonexistent, 
as in case of professional men who arc not supposed to advertise. 

3. Commissions. Commissions arc paid to salesmen, usually being 
figured as a per cent on the selling price of the goods sold. This may 
be an important item of expense where it is customary to give com- 
missions; in some instances, however, it may be a minor item of 
expense, or it may be even abscirt from the list of expenses. 

4. Salaries of Salesmen. This frequently is an item of material 
importance. The desirability of accurately accounting for such 
salaries is obvious, since it may at any time be necessary lo analyze 
such expenses and relate them in one way or another Lo sales. 

5. Traveling Expenses. In all lines of business, some expenditures 
on account of traveling expenses are to be expected. In certain lines 
of business, the item is heavy. For example, a concern which pub- 
lishes textbooks is likely to require the services of several traveling- 
salesmen. The necessity of accurately accounting for their traveling 
expenses is evident. 



Profit and Loss Statement 43 

6. Freight-out. This is the cost incurred in connection with ship- 
ments to customers. When freight-out is paid by the customer, it 
obviously does not appear in the books of the seller. When it does 
appear, it is an item of importance and must be accounted for 
accurately. 

7. Depreciation on Delivery Equipment. Retail establishments fre- 
quently have a large investment in delivery equipment which con- 
sists of auto trucks and other types of automobiles. Frequently, the 
depreciation rate on such equipment is as much as 25 per cent 
yearly. For analytical purposes, it is necessary that this item of 
expense be accounted for accurately. 

Administrative Expenses. Administrative expenses are those 
incurred primarily in management. In Fig. 25 is shown a tentative 
classification of administrative expenses. 

a) Administrative Expenses 

(1) Salaries of Officers 

(2) Office .Salaries 

(3) Telephone and Telegraph 

(4) Office Supplies 

(5) Rent 

(6) Heat and Light 

(7) Upkeep 

Fig. 25 

1. Salaries of Officers. Under this heading' should be included the 
salaries of all general officers, such as the president, vice-president, 
and the secretary-treasurer, as well as others whose duties arc pri- 
marily administrative. Such salaries should be distinguished easily 
from salaries paid to men engaged in technical work, such as 
engineering. The organization chart of a concern should indicate 
clearly who are the administrative officers, and their salaries should 
be treated accordingly. 

2. Office Salaries. This item includes salaries paid to clerical and 
other help employed in the office. The work of such help should be 
distinguished easily from the work of those engaged in production 
and selling. 

3. Telephone and Telegraph. This item requires little explanation; 
however, it frequently amounts to a considerable sum and the total 
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should be subject readily to analysis with a view to avoiding un- 
necessary expenses of this type. 

4. Office Supplies. This includes stationery and many miscellane- 
ous items which are essential to the running of an ofTiee. There is a 
tendency to waste office supplies, and it is iniportaiU that the 
accounting be done separately and in ccmsiderabic detail for 
these items. 

5. Rent. When the offiice building is owned by the occupant, 
there is no rent, but frequently rent is an important item of adminis- 
trative expense. 

6. Heat and Light. The nature of this item needs no inti'rprcta- 
tion; but to achieve economy, care should be taken to keep the cost 
of heat and light within rca.sonablc limits. 

7. Upkeep. This includes repairs to office equipment and to the 
office building, if owned. It covers such items tis rt'piiirs on calcu- 
lating machines, typewriters, desks', etc. 

Financial Expenses. Financial cxi^enscs are those incurred in 
connection with the borrowing of money or oljtaining J’und.s in any 
other way. Interest is likely to be the prineijtal item of linancial ex- 
pense. Discounts on sales arc sometimes treated as linancial expense. 
This appears to be the correct procedure when tlie discount allowed 
customers is intended primarily to improve the linancial standing of 
the concern. There may be other items falling in this division, but 
the ones mentioned are most common. 

Miscellaneous Expenses. Under a suitable cla,s.silication, most 
of the operating expenses will fall into one of the groups already 
mentioned. Sometimes, however, there are extraordinary costs 
which can be placed only under the luxiding of mi.srcllaneous. Ex- 
traordinary losses might be included also, providing they can be 
legarded as relating to operations. Perhaps the best test ol a miscel- 
laneous item of expense is that it is not recurring in nature, but is 
due to an unusual situation which is not likely to arise again. 

Nonoperating Expense. A nonoix-rating expense is one in- 
curred by an enterprise but which is not connected in any way with 
the primary activity of the enterprise. T’hus a man operating a hard- 
ware store might decide to sublet some space in his building, d'liis is 
a nonoperating activity. Expenses incurred itr connection there- 
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with are nonoperating expenses. Income derived therefrom is non- 
operating income. It is ncces.sary to distinguish nonoperating in- 
come and expense from operating income and expense in order that 
the net results from operating and nonoperating activities may be 
accurately determined and explained. 

No detailed classification need be attempted for nonoperating 
expense. It is not likely that any two enterprises would show any 
uniformity as regards such a classification. In this respect, non- 
operating expenses are likely to be peculiar to the operations of the 
business. Of course, if the nonoperating feature becomes one of 
great importance, it would be necc.s.sary to classify expenses arising 
in connection therewith in considerable detail. 

To illustrate the manner of treating nonoperating expense, 
assume that a concern purcha.ses a tract of land which it holds for 
future development. Many of the expenditures made in connection 
therewith should be added to the co.st of the land, but some of these 
expenditures should be regarded as current expense and, of course, 
would be nonoperating in character. These nonoperating expenses 
would become operating expenses whenever the land might be used 
in connection with the operations of the concern. Nonoperating 
expenses should not be confused with mi.sccllancous operating ex- 
penses. The latter arc in some way related to operations, whereas 
nonoperating expenses are in no way related to the primary under- 
taking of the concern. 

Revenue Classification. Revenues taken together comprise the 
income of an enterprise. These revenues should be hiorc than suffi- 
cient to offset the expenses classified and explained in preceding 
pages. As a rule, there is one pi'imary source of revenue, namely, 
sales of merchandise, or of services, or both. A few illustralions will 
indicate the nature of revenue or income. A railroad receives 
revenue from its freight service and from its passenger service. A 
drug store receives revenue from the sale of drugs, drinks, and toilet 
articles. A bus line secures revenue from the transportation of pas- 
sengers. A commercial airline secures revenue from the transporta- 
tion of passengers and mail. 

The total revenue received is called frequently gross income. 
Obviously, such gross income does not represent the amount of in- 
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crease in the net worth. From this must be deducted all expenses of 
carrying on business. When from gross income aie deducted all 
operating expenses, the result is either net profit or net loa. If a busi- 
ness is prosperous, this income should exceed operating expenses 
and there should be as a result a net opeuiting profit. 

Just as there may be nonoperating expenses, so there may also 
be nonoperating revenue or ineome. Just as nonoperating expenses 
should be accounted for separately, so nonoperating revenue or 
income should be accounted for separately. Before the final effect 
of all transactions upon net worth can be determined, the operating 
net profit must be adjusted for the amount of the net profit of a 
nonoperating character. This results in a final figure called net 
piofit or net income. 

Since the sources of operating and of nonoperating income are 
usually few in number, a classification thereof need not be shown in 
as great detail as is the case with operating and nonoperating ex- 
pense; however, for illustrative purpo.scs, brief cla,ssificalions of 
operating income and nonoperating income are shown in Figs. 26 
and 27, respectively. These arc illustrative of sales made by a 
department store. 

1. Operating Income 

a) Sales of Mercliandise 

(1) Men’s Clothing 

(2) Women’s Clothing 

(3) Groceries 

(4) Hai'dwaie, etc. 

b) Sales of Services 

(1) Tailoring 

(2) Sewing Lessons, etc. 

Fig. 26 

2. Nonoperating Income 

a) Interest 

i) Dividends 

c) Rental of Space not needed in business, etc, 

Fig. 27 

Comments on Income Items. It is unnecessary to present an 
itemized discussion of the various sources of operating and non- 
operating income. Sales of merchandise obviously will be sub- 
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divided into few or many groups, according to the size and char- 
acter of the enterprise. Those listed in Fig. 26 are intended to be 
merely suggestive. Instead of four groups of sales, there might be 
twenty. The subdivision of sales into such groups as men’s clothing, 
women’s clothing, etc., is intended to make possible the analysis of 
income and expense on a departmental basis. It is obvious, of 
course, that where sales are thus subdivided there should be a 
corresponding subdivision of expense, otherwise the information 
needed to locate unprofitable lines will not be forthcoming. 

Likewise, the mention of tailoring and sewing lessons under 
Sales of Services is merely suggestive. A department store might not 
sell any services, on the other hand it might sell a half-dozen services 
for which it would be desirable to account for separately in order to 
determine which are profitable and which arc unprofitable. As 
regards nonoperating income, the classification shown in Fig. 27 is 
again only suggestive. If a coneern has investments in bonds and 
stocks, it will derive an income therefrom in the form of interest and 
dividends. If it has floor space which it docs not need in its own 
business, it will derive a rental from the subletting of such space. It 
is possible that there may be other sources of nonoperating income 
than those indicated in Fig. 27. As a rule, each source of non- 
operating income should be accounted for separately, in order that 
the manager may at any time be able to judge whether or not 
changes in policy regarding investments and the subletting of floor 
space may be desirable. 

How Profit and Loss Data Are Secured. In actual business, the 
income and expense data, which have been discussed previously, 
must be secured from accurately kept records. The principles 
underlying these records and the forms of these records, as well as 
the manner in which they arc to be kept, are explained in thi.s text. 
At this point, it is necessary that the student understand that bal- 
ance sheets and profit and loss statements cannot be prepared 
except when the necessary information is forthcoming. This infor- 
mation sometimes is found only in the form of memoranda, but 
where the records are kept properly the information is secured 
through standardized accounting procedures. These procedures 
should be the subject of careful study. They will be outlined and 
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explained in succeeding chapters. The illustrations of profit and loss 
statements which follow are based on assumed amounts, but in 
practice the amounts shown in both balance sheet and profit and 
loss statement are not assumed, being based on actual records 
of all financial transactions which concern a given enterprise. 

Profit and Loss Statements. In view of the explanations given 
previously, the profit and loss statement shown in Fig. 28 should be 
understood readily. It is the statement of a sole proprietor, T. A 
Sullivan, for the month ended January 31, 19 — , Note that from 
sales is deducted cost of goods sold to arrive at gross profit. From 
gross profit, operating expenses are deducted under three heads 
namely, selling, adrninistrative, and financial. The final result is the 
net profit for the month, an increase in Sullivan’s net worth. 

In Fig. 29 is shown the statement of profit and loss of Lawson 
T. A. Sullivan 

Profit and Loss Statement 

Month Ended January 31, 19 — 


Sa{fs 

Less Cost of Goods Sold: 

Imisnloty January 1, 19 — . 
Purchases 

Inventory January 31, 19— 
Gross Profit 


Less Operating Expenses: 

Selling: 

Traveling Expenses 3 ISO 00 

Advertising ' 1.10.00 

Salaries of Salesmen ,/ qq 


Administrative: 

0,450.00 

Telephone and Telegraph 11100 

Office Supplies 

Heat and Light > 70 00 


Financial: 

Interest 

Total Operating Expense 
.Tet Profit 


100,000.00 


00,000.00 
J)0, 000.00 
150,000.00 

GS,000 .00_ 8 2 , 000,00 

is.oomi 


0,728.00 


0,749.00 


nm 

idymo 

4 fill. do 


Fig. 28 
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and Cook, a partnership. In this case, the accounting period is one 
year, the closing date being December 31, 19 — . Note that in gen- 
eral the construetion of the statement is similar to that of T. A. 
Sullivan; however, interest is not listed as a financial item, and 
after expenses of operation are deducted, net operating profit of 

Lawson and Cook 
Profit and Loss Statement 

Year Ended December 31, 19 — 


Met Sales 

Less Cost of Goods Sold: 

Inventoiy, December 31, 19 — 

Purchases 

Deduct Inventory, December 31, 19 — 

Cost of Goods Sold 

Gross Profit 

Deduct Expenses of Operation: 

Selling: 

Salaries 

Traveling Expenses 

Advertising 

Administrative: 

Salaries 

Rent 

Office Supplies . . 

Total Ojierating Expense 

Net Operating Profit 

Add Nonoperating Income: 

Interest 

Discount on Purchases 

Deduct Nonoperating Expense: 

Interest 

Discount on Sales 

Net Profit 

Distribution of Profit: 

Lawson {60 per cent) 

Cook {40 per cent) 


310,000.00 


40.000. 00 
200,000.00 
240,000.00 

42.000. 00 

198.000. 00 

112.000. 00 


.10,000.00 

15.000. 00 
5,040.00 

50,040.00 

40.000. 00 

7.000. 00 

3.000. 00 

50,000.00 

too, 040.00 
11,060.00 

310.00 

400.00 

710.00 


170.00 

500.00 

670.00 40.00 

12,000.00 


7.200.00 

4.800.00 

n,000M 


Fig. 29 
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$11,960.00 is shown. This is adjusted for nonoperating income and 
expense, resulting in a final net profit of $12,000.00. The manner in 
which this is distributed is shown underneath the statement. 

In Fig. 30 is shown the statement of profit and loss for The 
Lawson-Cook Company, a corporation. This is the same statement 
as shown in Fig. 29, except that it has been changed to represent 
the statement of profit and loss for a corporation. Note that the 
final net profit is indicated as being carried to surplus. 

The Lawson-Cook Company 
Profit and Loss Statement 

Year Ended December 31, 19 — 


Net Sales 

Less Cost oj Goods Sold: 

Inventory, December 31, 19 — 

Purchases 

Deduct Inventory, December 31, 19 — 

Cost of Goods Sold 

Gross Profit 

Deduct Expetises of Operation: 

Selling: 

Salaries 

Traveling Expenses 

Advertising 

Administrative: 

Salaries 

Pent 

Office Supplies 


Total Operating Expense , 

Net Operating Profit 

Add Nonoperating Income 

Interest 

Discount on Purchases . . , 

Deduct Nonoperating Expense 

Interest 

Discount on Sales 


Net Profit Carried to Surplus 


310,000.00 


dO, 000.00 
200,000.00 
2d0, 000.00 

42,000.00 

103.000. 00 

112 . 000 . 00 


30.000. 00 

13.000. 00 
3,0-10.00 

30,040.00 


40,000.00 

7.000. 00 

3.000. 00 

50,000.00 

100,040,00 

11,900,00 

310.00 

400.00 

710.00 

170.00 
.700.00 

670.00 40.00 

12,000.00 


Fig. 30 


Chapter 4 

DEBIT AND CREDIT EXPLAINED 


Resume. In preceding chapters attention has been directed to 
the uses of accounting and to the important financial statements, 
namely, the balance sheet and the statement of profit and loss. In 
the illustrations of these statements assumed amounts were used. In 
practice, however, the amounts shown in a balance sheet and a 
profit and loss statement cannot be assumed, but must be derived 
from carefully kept records. 

Analysis of Business Transactions. The transactions which 
occur daily in business are of an almost infinite variety. Most of 
them represent such routine occurrences as sales, purchases, and 
the paying of expenses. Sometimes, however, transactions of extraor- 
dinary character occur. Sometimes, it is necessary to make ad- 
justments on account of discrepancies and mistakes. All of these 
transactions have their influence upon the financial status of an 
enterprise. Anything connected therewith cannot be overlooked. 
Everything must be recorded, summarized, and interpreted. 

Several illustrations of transactions may at this point be con- 
sidered from the point of view of analysis. By analysis is meant the , 
interpretation of the meaning of a transaction. 

7. Investment in Business. Suppose that Arthur Smith desires to 
enter the retail hardware business and that he has $10,000.00 in 
cash to invest. Obviously, the investment of $10,000.00 in cash is in 
itself a transaction. As long as Smith keeps the $10,000.00 in his 
personal bank account, it represents a part of his personal estate, 
but the moment he draws a check for $10,000.00 and deposits this 
check in another account entitled Arthur Smith, Retail Hardware, 
the $10,000.00 becomes an asset of the business and the business in 
which it is invested may be said to owe Smith $10,000.00. In other 
words the $10,000.00 invested in the hardware business represents 
an entity. distinct from Smith’s personal estate. 

51 
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It may be well to emphasize the fundamental importance of 
distinguishing between one’s strictly personal estate and one’s 
business. This is important not only from the point of view of being 
able to tell what one has invested in business, but also from the point 
of view of relationships with outsiders and with the state. One can- 
not report properly for his income tax unless he makes this distinc- 
tion. Then, too, there are other matters, such as reports to associa- 
tions and possibly to the government, which make it necessary to 
draw a line between one’s business and one’s other interests. 

Returning to the illustration in which Smith invests $10,000.00 
in business, it may be asked what is the real nature of this trans- 
action and is there any particular analysis to be made thereof? 
Since Smith’s business is to be regarded as a separate entity and 
records thereof are kept separate from the records which Smith 
keeps for his personal estate, it is evident that the transactions may 
be viewed from the point of view of {a) Arthur Smith, Retail Hard- 
ware, and (A) Arthur Smith as an individual. 

At once it will be observed that Arthur Smith, Retail Hardware, 
and Arthur Smith, individual, have entered into a relationship with 
each other. Arthur Smith, individual, has advanced $10,000.00 to 
Arthur Smith, Retail Hardware. Clesirly, Arthur Smith, individual, 
has not given the money away. He has $10,000.00 less cash but in 
place thereof he has an investment in a business of Arthur Smith, 
Retail Hardware. In other words, he has surrendered one asset for 
.another one which he has received. 

Now, viewing the transaction from the point of view of Arthur 
Smith, Retail Hardware, it is evident that Arthur Smith, Retail 
Hardware, now has $10,000.00 in cash for which amount he is 
under obligation to Arthur Smith, individual. In other words, for 
the receipt of $10,000.00 in cash, Arthur Smith, Retail Hardware,' 
acknowledges a kind of indebtedness for that amount to Arthur 
Smith, individual. 

Assuming that records are to be kept by Arthur Smith, individ- 
ual, and also by Arthur Smith, Retail Hardware, there are various 
ways in which entry might be made on both records for this trans- 
action. For example, if records are merely in the form of memo- 
randa, Arthur Smith might make the following entry: 
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On records of Arthur Smith, individual: 

This day draws check for jflO, 000.00, in favor of Arthur Smith, 

Retail Hardware. Intention is to engage in the retail hardware 
business beginning this date, January 1, 19 — . 

On the records of Arthur Smith, Retail Hardware: 

This day receives check for $10,000.00 from Arthur Smith. This 
amount is to be deposited in the bank account of Arthur Smith, 

Retail Hardwai’e, and to be used to carry on a retail haidwaie 
business beginning today, Januaiy 1, 19 — . 

If, however, the entry on both records is to be made in the form 
which accountants regard as correct, it will follow the technical 
arrangement shown in Figs. 31 and 32. 

On records of Arthur Smith, individual: 

Januaiy 1, 19 — 

Aithur Smith, Retail Hardware . 

Cadi 

For investment tn retail haidware bmineu, to be opened this day 
at 220 North Street. 

Fig. 31 

On records of Arthur Smith, Retail Hardware, the entry is as 
shown in Fig. 32. 

January 1, 19 — 

Cash .... ... 10,000 00 

Arthur Stnilh, Capital , . 10,000.00 

For investment by Arthur Smith in retail hardware biistnesi, 
opened this day at 220 North Str eel. 

Fig. 32 


10,00000 

10,00000 


These entries, which may be said to be in technical form, follow 
an arrangement which has been sanctioned by many years of 
experience on the part of bookkeepers and accountants. It cannot 
be said that no other arrangement would serve the purpose; how- 
ever, this arrangement appears to fulfill all requirements as regards 
analysis of the individual transaction and also as regards the show- 
ing of all necessary information. Referring to Fig. 31, and using 
accounting terminology, it is said thtit Arthur Smith, Retail Flard- 
ware, is debited $10,000.00, and that Gash is credited $10,000.00. 
Flere the words debit and credit arc used in a technical sense which 
will be explained further. Referring to Fig. 32, it is said that on the 
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records of Arthur Smith, Retail Hardware, cash is debited $10,000.00 
and Arthur Smith, Capital is credited $10,000.00. Here again the 
debit and credit are used in a technical accounting sense which will be 
explained further. 

2. Purchase of Merchandise. Assume that on January 1, 19—, 
Arthur Smith, Retail Hardware, purchases $1,000.00 worth of 
merchandise for cash and $500.00 worth of merchandise on account 
from Olson Wholesale Hardware Company. From this point on, the 
entries shown will be those for Arthur Smith, Retail Hardware, 
only. Of course, entries will be made on the records of those with 
whom Arthur Smith, Retail Hardware, carries on transactions; but 
in order to simplify the study of principles, attention will be limited 
to the records of Arthur Smith, Retail Flardware. In this instance, 
the transaction might be written out in memorandum form, but 
this is unnecessary, since correct accounting procedure is to be 
studied. The entry for the purchase of the merchandise for cash is 
shown in Fig. 33. The entry for the purchase of merchandise on 


account is shown in Fig. 34. 

January /, 19 — 

Purchases 1,000.00 

Cash 1,000.00 

For purchase of merchandise for cash. 

Fig. 33 

January 1, 19 — 

Purchases 300.00 

Olson Wholesale Hardware Company 500.00 


For purchase of merchandise on account, terms 2 per cent 10 days, 
net 30 days. 

Fig. 34 


3. Pays for Advertising. Assume next that Arthur Smith, Retail 
Hardware, pays $10.00 for advertising in a local newspaper. This 
expense is ineurred in order to call the public’s attention to the fact 
that the new hardware store is open. The entry in technical ac- 
counting form for this transaction is shown in Fig. 35. 

January 1, 19 — 

Advertising Expense 10.00 

Cash 10.00 

For advertising in Mews-Bee. 


Fig. 35 
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The student will note that in this case cash is paid out, but no 
asset or property is received in return. This is an example of the 
negative factors mentioned previously. Smith is willing to incur this 
reduction in his net worth or capital because he believes that it will 
be more than outweighed by the benehts derived from sales of 
hardware. There arc many kinds of expense which in themselves 
appear to be unfavorable because they directly reduce the pro- 
prietor’s capital or net worth. They are justified, however, because 
of the advantages which ultimately result. Therefore expenses, 
although negative in their direet effect, are beneficial in their in- 
direct effect because business cannot be carried on unless necessary 
expenses are incurred. 

4. Pays Rent. Arthur Smith, Retail Hardware, pays rent for the 
month of January, ®90.00. This expenditure, like that for adver- 
tising, is in itself unfavorable, but it is a necessary expense, and 
together with all other nccessziry expenses should be more than 
offset by the profits made on the sale of merchandise. Of course, this 
may not be true for the first month or even for several months, since 
it takes time to get a business on a going concern basis by attracting 
purchasers. Nevertheless, the payment of rent, when made monthly, 
is obviously a monthly expense and, as will be explained later, must 
be listed with all other expenses applicable to the month of January 
so that the total expenses can be compared with the positive or 
favorable results secured from sales of merchandise. The entry in the 
technical accounting form for the payment of the rent is shown in 
Fig. 36. 

January 1, 19 — 


Rent Expense 90.00 

Cash 90.00 


For payment of rent for January. 

Fig. 36 

5. Sells Merchandise. Suppose that Arthur Smith, Retail Hard- 
ware, sells merchandise as follows: 


7. Cash 107.30 

2. J. B, Lister 30,00 

3. Johnson Company 27.40 


The sales to J. B. Lister and to Johnson Company arc on ac- 
count. Although this merchandise is sold at a price considerably 
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above its cost, there is no indication of this fact in the foregoing list 
of sales. However, the student should keep this in mind, for later on 
it will be necessary to determine what the excess of the selling price 
is over the cost of the goods sold. The technical accounting entries 
for these sales are shown in Figs. 37, 38, and 39. 


Cash ^<^7.50 

Sales 107.30 

Cask sales for lanmxy 2. 

Fig. 37 

B. Lister 30.00 

Sales 30.00 

For sale on account. 


Johnson Company. . 

Sales 

For sale on account. 


Fig. 39 


27.30 


27.30 


These entries record revenue. This revenue, however, docs not 
represent in its entirety an increase in net worth. The total sales for 
the day amount to $164.70. If it be assumed that the cost of the 
goods sold is $110.00 and that all expenses applicable to the day’s 
business amount to $20.00, then the total cost of the day’s business 
is $110.00, plus $20.00, or $130.00, which subtracted from $164.70 
leaves $34.70 as the net increase in capital or net worth. The student 
must understand that these costs and expenses arc merely assumed 
at this point. He will learn later how, at the end of the accounting 
period, the results for the month are actually summarized and the 
net profit for the month secured. 

Comments on Preceding Transactions. The preceding illus- 
trations are typical of those which occur in business. It is evident 
that each transaction has a twofold meaning, or, in other words, 
that when analyzed each transaction indicates two effects. For 
example, in case of the second transaction, a purchase of merchan- 
dise involves the payment of cash as well as the receipt of the goods, 
and in the third transaction, the paying for advertising involves the 
reduction of net worth and the payment of cash. In order to secure 
a better understanding of this matter of analysis of transactions, it 
will be necessary, next, to explain the form and use of the account. 
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The Account. An account is a form particularly adapted for the 
recording of financial facts relating to a given item of income, ex- 
pense, asset, liability, or net worth. A form of the account is shown 
in Fig. 40. 

TITLE OF ACCOUNT 


Date 

Explanation 

Fol. 

Amount 

Date 

Explanation 

Fol. 

Amount 
































- 



































































































— 















































































































Fig. 40 


The account form is made to vary considerably to meet difi'erent 
requirements. The one shown in Fig. 40 may be regarded as stand- 
ard. It may be desirable, for purposes of illustration, to simplify it 
somewhat although in practice it is customary to use a form drawn 
up in full detail. 

The student will note that the two sides of the account are 
identical. First, there is a column for the date, then explanation, 
next folio, and finally the amount. As explained later in this 
chapter, the purpose of the folio column is to indicate the journal 
page from which the amount entered in the account is carried, or 
posted. The two sides of the account are necessary, because in- 
creases and decreases applicable to a particular item must be 
recorded. Increases are shown on one side of the account and de- 
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creases are shown on the other side. It is in this connection that it is 
necessary to develop what is known as the i ules of debit and credit, 
A debit is always entered on the left-hand side of the account and a 
credit is always entered on the right-hand side of the account. How- 
ever, the meaning of debit and credit differs for different accounts; 
thus if an account is opened entitled Cash, increases in cash are 
expressed as debits and decreases of cash arc shown as credits. If 
however, an account is opened with John Jones, Net Worth, it 
cannot be said that this account is debited for receipts of net worth 
and credited for payments of net worth. It is correct, however, to 
say that this account is credited for increases in net worth and 
debited for decreases in net worth. Taking the transaction shown in 
Fig. 32, and opening skeleton, or outline, accounts for Cash and for 
Arthur Smith, Capital, the information inay be shown as expressed 
in Fig. 41. 

Casb 


10 , 000 . 00 \ 

Arthur Smith, Capital 


Fig. 41 


10 , 000.00 


The purpose in giving the illustrations shown in Figs. 40 and 41 
is to enable the student to understand that the analyses of transac- 
tions must be made to correspond with accounts. There may be as 
many accounts as conditions require. Thus there should be accounts 
kept for all current assets, fixed assets, investments, and intangible 
assets. There must also be accounts for all liabilities, both current 
and fixed, and there must be one or more accounts for net worth. 
In addition, there must be accounts for all classes of revenue and 
expense. 

In other words, every enterprise must have an account classifi- 
cation adapted to its own requirements. Such an account classifi- 
cation will be somewhat like the classification of assets, liabilities, 
expenses, and revenues discussed in Chapters 2 and 3. There are 
naturally variations as to individual accounts in cliffcrcnl enter- 
prises. In Fig. 42 is shown a classification of accounts based on the 
classifications given in Chapters 2 and 3. 
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CLASSIFICATION OF ACCOUNTS 

A. Asset Accounts 

1. Current Asset Accounts 

a) Gash 

(1) In Bank 

(2) On Hand 

b) Merchandise 

c) Accounts Receivable 
el') Notes Receivable 

e) Acceptances Receivable 
y) Temporary Investments 

2. Fixed Asset Accounts 
ei) Land 

b) Buildings 

c) Machinery 

ei) Furniture and Fixtures 
e) Delivery Equipment 

3. Investment Account 

4. Intangible Asset Accounts 

a) Goodwill 

b) Patents 

c) Trademarks 
cl) Franchises 

B. Liability Accounts 

1. Current Liability Accounts 

a) Accounts Payable 

b) Notes Payable 

c) Dividends Payable 
el) Accrued Taxes 

2. Fixed Liability Accounts 
ei) Mortgage Payable 

b) Bonds Payable 

C. Net Worth Accounts 

1 . Sole Proprietorship 
a) Capital Account 

2. Partnership 

a) Capital Accounts 

b) Drawings Accounts 

3. Corporations 

a) Capital Stock Accounts 

(1) Common 

(2) Preferred 

b) Surplus Accounts 

(1) Earned 

(2) Capital 

D. Expense Accounts 

1. Operating Expense Accounts 
Fig. 42 — Continued on Jollowing page. 
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a) Selling Expense Accounts 

(1) Cost of Goods Sold 

(2) Advertising 

(3) Commissions 

(4) Salaries of Salesmen 

(5) Traveling Expenses 

(6) Freight-out 

(7) Depreciation, Delivery Equipment 

b) Administrative Expense Accounts 

(1) Salaries of Officers 

(2) Office Salaries 

(3) Telephone and Telegraph 

(4) Office Supplies 

(5) Rent 

(6) Heat and Light 

(7) Upkeep 
E. Revenue Accounts 

1. Operating Revenue Accounts 

a) Sales of Merchandise Accounts 

(1) Men’s Clothing 

(2) Women’s Clothing 

(3) Groceries 

(4) Hardware 

b) Sales of Services Accounts 

(1) Tailoring 

(2) Sewing Lessons 

2. Nonoperating Revenue Accounts 

a) Interest 

b) Dividends 

c) Rental of Space not needed in business 
Fig. 42 

Rules for Debit and Credit. Essentially all accounts group 
themselves under the general outline shown in Fig. 43. 

Assets 
Liabilities 
Net Worth 
Fig. 43 

These three subdivisions of accounts arrange themselves as 
opposites as shown in Fig. 44. 

(Debit Side) | (Credit Side) 


Assets 


Liabilities 
Net Worth 
Fig. 44 
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It is the universal practice to show the amount of assets on the 
left or debit side of the asset accounts, as well as to show additions 
thereto on the left, or debit, side of the asset accounts and to 
show deductions therefrom on the right or credit side of the asset 
accounts. 

It is the universal practice to show liabilities and net worth on 
the right, or credit side, of the liability accounts and the net worth 
accounts, to show increases in liabilities and net worth on the rights 
or credit, side of the liability accounts and the net worth accounts, 
and to show decreases in liabilities and in net worth on the left, or 
debit, side of the liability accounts and the net worth accounts. 

These principles “may be stated in the form of rules, as follows: 

Assets: 

Show increases on left-hand side of the account. This is termed debiting 
the account. 

Show decreases on right-hand side of the account. This is termed crediting 
the account. 

Liabilities: 

Show increases on the right-hand side of the account. This is termed 
crediting the account. 

Show decreases on left-hand side of the account. This is termed debiting 
the account. 

Net Worth: 

Show increases on right-hand side of the account. This is termed crediting 
the account. 

Show decreases on left-hand side of the account. This is termed debiting 
the account. ‘ 

These rules may be restated as follows: 

Debit: 

1. Increases in a.ssets 

2. Decreases in liabilities 

3. Decreases in net worth 

Credit; * 

1. Decreases in assets 

2. Increases in liabilities 

3. Increases in net worth 

Debits and credits invariably occur in pairs. It is impossible to 
have a debit without a corresponding credit or credits of equal 
amount; or, to reverse the statement, it is impossible to have a 
credit without having a corresponding debit or debits of equal 
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amount. This is known as the principle of double entry and may be 
restated in detail, as follows, to cover most of the transactions that 
occur in practice; 

1. When an asset is debited, an equal credit occurs to one or more of the fol- 
lowing accounts; 

(z) Another asset account 

b) A liability account 

c) A net worth account 

2. When an asset is credited, an equal debit occurs to one or more of the fol- 
lowing accounts: 

a) Another asset account 

b) A liability account 

c) A net worth account 

. 1 . When a liability is credited, an equal debit occul-s to one or more of the 
following accounts; 

a) Another liability account 

b) An asset account 

c) A net worth account 

4. When a liability is debited, an equal credit occurs to one or more of the 
fallowing accounts: 

a) Another liability account 

b) An asset account 

c) A net worth account 

5. When net worth is credited, an equal debit occurs to one or more of the 
following accounts: 

a) Another net worth account 

b) An asset account 

c) A liability account 

6. When net worth is debited, there occurs an equal credit to one or more of 
the following accounts: 

a) Another net worth account 

b) An asset account 

c) A liability account 

Temporary Net Worth Accounts. All revenue accounts and all 
expense accounts are simply temporary net worth accounts and, as 
will be explained later, the amounts which accumulate in these 
temporary net worth accounts are transferred to the permanent net 
worth accounts. The final result is the same as if all items of income 
and all items of expense were entered in the first place in the net 
worth account or accounts. The reason that this is not done is 
because detailed information is needed relative to the various kinds 
of revenue and expense. In view of this fact, the explanation of the 
rules of debit and credit may be continued as follows: 
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7. When an expense account is debited, there occurs an equal credit to one or 
more of the following accounts: 

a) Another expense account 

b) An asset account 

c) A liability account 

8. When an expense account is credited, there occurs an equal debit to one or 
more of the following accounts: 

a) An asset account 

b) A liability account 

c) A net worth account 

9. When a revenue account is debited, there occurs an equal credit to one or 
more of the following accounts; 

a) An asset account 

b) A liability account 

c) A net worth account 

10. When a revenue account is credited, there occurs an equal debit to one or 
more of the following accounts: 

a) An asset account 

b) Another revenue account 

c) A net worth account 

The foregoing restatement in detail, in items 1 to 10, of the 
principle of double entry covers most of the cases which arise in 
practice. All cases are covered by the rules for debit and credit 
stated on page 61. 

Rules for Debit and Credit Illustrated. Below are given a 
series of transactions for the business of James Morton, Retail 
Grocer, for the week ending January 7, 1 9 — . The purpose of these 
transactions is to illustrate the application of the rules for debit and 
credit, and also to show how accounts may be set up for all of the 
various assets, liabilities, net worth, income and expense. 

January 2. James Morton engages in the retail grocery business, 
investing cash to the amount of |9,000.00. 

This transaction results in an increase in assets and an equal 
increase in net worth for the business of James Mortoh, Retail 
Groeer. The entry on Morton’s books is as follows: 

Cash 9,000.00 

James Morton, Aei Worth 9,000.00 

For investment in the retail grocery business. 

In the foregoing entry, Cash is debited because it represents an 
increase in assets. James Morton, Net Worth, is credited because it 
represents an increase in net worth. 
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January 2. Pays rent for a month, S60.00. 

This is a double entry in which a temporary Net Worth account, 
that is, an Expense account, is debited and Gash account is credited. 
The entry is as follows: 


Rent Expense 60,00 

Cash 60.00 


For rent for January. 

In this entry, Rent Expense is debited because it represents a 
decrease in net worth, and Cash is credited because it represents a 
decrease in assets. ' 

January 2. Purchases merchandise for cash $500.00. 

This is a transaction in which one asset, Merchandise, is in- 
creased and another asset, Cash, is decreased. The entry is as 
follows: 


Purchases 500.00 

Cash 500.00 


For pw chase of merchandise. 

In the foregoing entry. Purchases account is debited because this 
represents an increase in assets; Cash account is credited because 
this represents a decrease in assets. 

January 2. Purchases merchandise on account from Globe 
Wholesale Company, $1,500.00, terms 2 per cent 10 days, net 
30 days. 

For this transaction, Purchases account is debited and Globe 
Wholesale Company is credited in the following entry. 

Purchases 7,500.00 

Globe Wholesale Company 7,500.00 

For purchase of merchandise on account. 

In the foregoing entry. Purchases account is debi1.ed because it 
represents an increase in assets, and Globe Wholesale Company 
account is credited because it represents an increase in liabilities. 
January 2. Pays for advertising in local newspaper, $15.00. 

The entry for this transaction is as follows: 

Advertising Expense 75.00 

Cash jg_QQ 

For advertisement in Morning Times. 

In the foregoing entry, Advertising Expense account is debited 
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because it represents a decrease in net worth. Ga.sh account is 
credited because it represents a decrease in an asset. 

January 2. Sells merchandise for cash $93.20. 

The entry is as follows: 


Cash ff'.iO 

Sales 93.20 


Cash sales Jor the day. 

In the foregoing entry. Cash account is debited because an asset 
is increased. Sales account is credited because it represents both a 
decrease in an asset and presumably an increase in net worth. In 
practice it is impossible to separate the amount of profit on a sale 
from the cost of the goods sold. Assuming, however, that in the 
foregoing transaction the goods sold for $93.20 and cost $60.00, the 
entry could be made as follows: 

Cask.'. 93.20 

Purchases 60.00 

Profit on Sale 33.20 

The student must note that in practice the subdivision of sales 
into cost and profiit cannot be made directly for each sale. The fore- 
going entry is made merely to indicate the true nature of a sale. In 
practice the determination of profit must be delayed until the end 
of the accounting period. 

Applying the rules of debit and credit to the foregoing entry, it 
may be said that Cash is debited because an asset is increased and 
that Purchases is credited $60.00 because an asset is decreased; also 
that Profit on Sales is credited $33.20 because net worth is increased 
that amount. 

January 2. Sells on account to Arthur Best, merchandise $12.20. 
The entry for this transaction is as follows: 


Arthur Best 12.20 

Sales 12.20 


For sale on account. 

In the foregoing entry, Arthur Best is debited because his ac- 
count represents an increase in assets. Sales is credited because it 
represents presumably a decrease in assets and an increase in net 
worth. As explained above, it is not practicable to analyze sales into 
cost of goods sold and profit for each sales transaction. 
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January 2. Purchases chairs, counters, and show cases for store 
from Mentor Wholesale Company, 1450.00 on account, terms 
2 per cent 10 days, net 60 days. The entry for this transaction is 
as follows: 

Furniture and Fixtures IM.OO 

Mentor Wholesale Company 450.00 

For purchase of furniture Jor store. 

In the foregoing entry, Furniture and Fixtures account is 
debited because it represents an increase in assets. Mentor Whole- 
sale Company is credited because it represents an increase in 
liabilities- 

January 3. Purchases supplies sufficient for one month for 
cash $15.00. The entry is as follows; 


Supplies 1SM) 

Cash ' 15.00 


For purchase of supplies for January. 

In the foregoing entry, Supplies account is debited because an 
asset is increased and Gash account Is credited because an asset 
is decreased. 

The following transactions complete the business for the week. 
The student should have no difficulty in explaining the entry given 
after each transaction. Fie should detcrniine which debit rule and 
which credit rule applies in each case. 

January 4. Gash sales for day, $102.20, Sale on account to James 
Moran, $18.42. The entries are: 


Cash 

Sales 

102.20 

102.20 

For cash sales for day. 

James Moran .' 

Sales 

1S.42 

18.42 

Sale on account. 




January 5. Purchases merchandise for cash $200.00. Sells on 
account to S. A. Atkins merchandise amounting to $12.00, terms 
2 per cent 10 days, net 30 days. Gash sales for day, $85.00. The 
entries are: 


Purchases 200.00 

Cash 200.00 


Far purchases of cash. 
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S. A. Atkins 12,00 

Sales 12,00 

For sale on account, terms 2 per cent 10 days, net 30 days. 

Cash 85,00 

Sales 85,00 

Foi cash sales Jor day. 

January 6. Gash sales for day, $120.10. 

Cash ^ 20,10 

Sales 120, 10 

Fur cash sales /or day. 


January 7. Cash sales for day, $110.00. 


Cash 110.00 . 

Sales nO.OQ 

For cash sales for day. 


The entries for the transactions shown above are called journal 
entries by accountants. They arc made in a book called the journal, 
which will be explained fully in the following chapter. When the 
items shown in these journal entries are rearranged in accordance 
with the accounts affected, the result is as shown in the following 
list of accounts. Transferring this information from the journal 
entries to the accounts is known technically as posting. This will be 
fully explained later. The accounts are kept in a book known as the 
ledger; therefore, the following accounts may be regarded as the 
ledger of James Morton. 

Cash 

19— 19— 


2 

J. Morton, 




Jan. 

2 

Rent Expense. . . . 


60 


Net Worth 


0,000 

00 


2 

Purchases 


.m 

2 

Sales 

V 

93 

20 


2 

Advertising Ex- 



4 


J1 

102 

20 




J1 

15 

5 

Sales 

.7/ 

85 

00 


3 

Supplies 

31 

15 

6 


71 

120 

10 


5 


31 

200 

7 

Sales 

Jt 

110 

00 





James Morton, Net Worth 

19— 
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Mentor Wholesale Company 
19— 







Jan. 

2 

Furmtuu and Fix- 

J1 

4S0 










00 


Supplies 


19 - 


Jan, [ 3 I Cash I Jl 


75100 


S. A. Atkins 


19 — 


Jan. I S I Sales . 


J7 I 72100 


James Moran 

19— 

Jan. 1^7 1 7<yj/72 jj j 1 | | 

Basic Nature of Rules. The I’ulcs for debit and credit as staled, 
explained, and illustrated in this chapter arc of fundamental im- 
portance. Unless their application to such illustrative transactions 
as are given above is understood, progress in the study of accounting 
is impossible. It is suggested, therefore, that this chapter be studied 
and reviewed until the significance of debit and credit, as these words 
are employed by accountants, is grasped fully. The student will do 
well to list as many transactions as he can think of as related to his 
own personal and business affairs, to journalize them, and in each 
instance write in the rule for debit or credit, as the case may be. 

Later the application of these rules will be extended to adjust- 
ments of existing accounts. 




Chapter 5 

THE JOURNAL AND LEDGER 


Analysis of Transactions Reviewed. If the student has care- 
fully studied Chapter 4, he should have an understanding of the 
meaning of analysis as it applies to business transactions. As has 
been shown, the analysis of business transactions is covered by the 
rules of debit and credit. It has been shown that for each debit there 
is an equal corresponding credit. It also has been shown that after 
the analysis of a business transaction has been made it can be ex- 
pressed in simple, but technical, form known as the journal entry. 
Journal entries are simply a convenient way of expressing the essen- 
tial facts relative to the analysis of business transactions and, as will 
be shown later, relative to adjustments of various kinds. 

It is natural that a business man should make the analysis of a 
transaction and he should also record this analysis in written form 
as soon as possible after the transaction has occurred. It is evident, 
therefore, that the record of transactions expressed ip the form of 
journal entries will be a chronological record, that is, one in which the 
entries are made in the order in which they occur. In modern busi- 
ness, this record is known as the Journal, and when there is but one 
journal, as may be the case in small enterprises, it is known as the 
General Journal. 

General Journal Form. In Fig. 45 is shown the standard form 
of the journal. This form is arranged for convenient entering of 
journal entries based on the analysis of transactions. Naturally, 
these entries are made in chronological order. Each entry in the 
journal should be followed by an explanation sufficiently detailed 
to enable one unfamiliar with the accounts to secure a clear under- 
standing of each journal entry. 

Some explanation of this form is in order. In this case, the title 
General Journal appears at the top. In loractice, this might be fol- 
lowed by the name of the proprietor, or of the partnership, or 

70 
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General Journal 

19 — Debits Credits 


1 


Jan. 


2 

3 

4 

5 


6 

7 

Cash. . . 

6 

5,000 

00 



A. Morse., Met Worth . . 

32 



5,000 


To begin business 





2 

Put chases 

3 

400 

00 



Cash 

6 



400 


Merchandise bought for cash. 






Fig. 45 


corporation, as the case may be. The numbers which appear at the 
top of each column do not appear in the standard journal form. 
They are used here only to aid reference. In column 1 should appear 
the abbreviation for the month. Immediately above this column 
should appear the year, as for example, 1 9 — . It is unnecessary to re- 
peat the abbreviation for the month, except when entries are begun 
at the top of another page of the journal. In column 2 is indicated 
the day of the month. In column 3, which is known sometimes as 
the explanation column, the debit and the credit together with the 
explanation applicable thereto are expressed. In column 4, which 
is known as the folio column, is indicated the page of the ledger 
to which the particular item is posted. This will be better under- 
stood after the student has completed the study of this chapter. For 
example, the |5,000.00 debit to cash is posted to page 6 of the 
ledger and the $5,000.00 credit to A. Morse, Net Worth, is posted 
to page 32 of the ledger. In column 5 debits are expressed and in 
column 6, credits. These are known frequently as the debit and 
erfdzi, columns, respectively. 

There are some variations from the form shown in Fig. 45, but 
these are not material in case of a standard journal form. Some- 
times, for example, it is desirable to express the date, January 1, 
in the center of the explanation column above the entry instead 
of writing it in the date column on the Icfthand margin of the 
paper. 

Importance of Correct Journalizing. Too great an emphasis 
cannot be placed upon the importance of correct journalizing. It is 
at this point that the analysis of the transaction is made. If it is made 
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incorrectly and entered incorrectly in the journal, it is almost cer- 
tain to impair the basic statements which are made weeks or 
months later. The importance of an adequate explanation after 
each journal entry should also be emphasized. In practice, the 
explanation to begin business would ordinarily be insufficient. It is 
used in Fig. 45, since the purpose of this ligurc is simply to outline 
and make clear the use of the various journal columns. In practice, 
the explanation following the opening entry in the journal might be 
many lines in length. It might even contain historical data in the 
event that new books are being opened for an old business. 

It will be seen later that the general journal may receive entries 
which are not the result of transaetions, but arc instead the reflec- 
tion of adjustments, corrections, and translcrs from one account to 
another. These also arc of great importance and must Ire made with 
the same care and attention to detail that arc used in connection 
with other journal entries. 

Technically, journalizing consists simply in entering a trans- 
action in the journal after it has been analyzed to determine what 
accounts must be debited and credited, respectively. The journal is 
a book of original entry. This means that transactions are entered 
in the journal first; later, as will be explained, postings arc made to 
accounts kept in the ledger. 

Usually a journal entry consusts of one debit and one credit, and 
it is then known as a simple journal entry; but sometimes there may 
be one or more debits and one or more credits in a given journal 
entry, in which event it is kirown as a compound journal entry. An 
illustration of a compound journal entry would be the case of a sale 
of merchandise amounting to $800.00 to A. L. Bordner, one-ltalf on 
account and one-half payable in cash. 'I’his entry would appear 
as follows: 

Cash 

A. L, Boidnei . . . 

Sates 

For sale oj merchandise to A. L. Bordner, one-half ca\h, ane-half 
on account, terms 2 per cent 10 days, tret BO days. 

Posting. As already explained, the journal entries arc made in 
chronological order and therefore these entries are not elassifled, 


doom 

100.00 

moo 
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One entry may contain a debit to cash and a credit to sales, the 
next entry may contain a debit to purchases and a credit to cash, 
etc. It is evident that as the number of entries increases, great con- 
fusion results. It is necessary, therefore, to classily all debits and 
credits which appear in the journal. This classification is accom- 
plished by a procedure known as posting, whereby the debits and 
credits appearing in the journal are made to appear in the ledger 
according to the account classification which has been adopted for 
the business in question. A rather detailed classification of accounts' 
has already been given in Chapter 4. Of course, a classification of 
accounts must be adapted to the business in question. There is not 
available a completely standard classification of accounts. This is 
because each business possesses peculiarities not found in other 
businesses. However, one who has before him a fairly detailed 
classification of accounts may make the necessary changes to adapt 
the classification to a particular business. 

The ledger is simply a book of accounts, each page being ruled 
similarly to the form shown on page 57. Frequently, the modern 
ledger is loose-leaf in form. In this event, there should appear but 
one account on each ledger sheet. If the ledger is a bound book, it 
may be possible to have two accounts on each page, but this is a 
matter which must be determined in view of the requirements. 

Since the journal and ledger both contain folio columns, there 
exists a complete scheme of cross-reference between the two books. 
In the journal folio column is indicated the page of the ledger to 
which the item in question is posted. In the ledger folio column is 
indicated the page of the journal from which the item in question is 
posted. Consequently, one examining a ledger account can refer 
easily to the page of the journal from which any sum has been 
posted. Likewise, one examining the journal can note to which page 
of the ledger each item has been posted. 

An illustration showing the use of the journal and ledger follows. 
Note that in this case each ledger account is supposed to occupy one 
page of the ledger. This page is indicated in the upper right-hand 
corner of each ledger account. Note that the page number of each 
ledger account appears in the Journal folio column. 
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19 — 


Jan. 


R. E. Myers 


Journal i 


7 


1 

2,500 

100 




R. E. Myers 

For inaestmeni in retail merchandise business 

2 


2,500 

100 

7 


3 

500 

<00 





1 

500 

'00 


For purchase of furnitufe for store 




7 


4 

700 

'00 





1 



700 

'00 


For purchase of merchandise for cash 




7 


4 

800 

■00 




Ansom Wholesale Company 

For purchase of merchandise on accounli 
terms 2 per cent, 10 days, net &) days 

5 



800 

00 

7 


6 

70 

00 



Cash 

For payment of rent for January 

1 

70 

00 

3 


7 

18 

00 





8 

18 

00 


For sale of merchandise on account 




4 


7 

72 

90 





8 

72 

90 


For cash sales for day 



5 


9 

14 

30 





10 

11 

SO 





8 

25 

80 


For sale of merchandise on account 



5 


77 

8 

00 





7 

8 

00 


For payment for advertising 



6 


7 

81 

00 





8 

81 

00 


For cash sates for day 



7 

Delivery Equipment 

12 

700 

00 




Cash 

1 

700 

00 


For purchase of delivery truck 



7 

Cash 

7 

76 

40 




Sales 

8 

76 

40 


For cash sales for day 




7 

Sales Returned 

73 

2 

00 




A. B. Grant 

7 


2 

00 


For defective merchandise returned 
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Sales 


19 — 


Jan. 


3 

A. B. Giant 

J? 

18 

4 

Ca r/i . 

J? 

72 

3 

L. S. Crmo \ 

J? 

14 

5 

B. S. Smith, 

jr 

n 

6 

Cask . . 

J? 

81 

7 

Cask .... 

274.10' 

J? 

76 


00 

90 

30 

50 

00 

40 


L. S. Crow 


19 — 


Jan. I 5 I Sales I J? 


14\30\\ 


19 — 


B. S. Smith 


10 


Jan. I J I Sales I J1 n\gO\ 


19 — 


Advertising Expense 

11 


Jan. |5 I CasA I J? 



W 


Delivery Equipment 

19— 12 


Jan, I 7 I Cash . . . 



700\ 


ooli 


19 — 


Sales Returned 


13 


Jm.\7 


A. B. Grant 




Trial Balance. The student should examine carefully the pre- 
ceding illustrations. He should note how each dcliit and each credit 
appearing in the journal of R. E. Myers is posted to the proper ac- 
count in the ledger. Since each journal entry contains equal debits 
and credits, and since debits in the journal become debits in the 
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ledger, it is evident that the equality of debits and credits is pre- 
served in the ledger. This is a fact of fundamental importance, 
because it makes possible an important check on the accuracy of the 
work done in the form of what is known as a Tiial Balance, 

The trial balance may be either a trial balance of totals or a trial 
balance of balances. In Fig. 46 is shown a trial balance of totals. In 
Fig. 47 is shown a trial balance of balances. Note that in both trial 
balances the total of the debits is equal to the total of the credits. 
This should be the case because of the equality of the debits and 
credits in the ledger accounts. The only difference between a trial 
balance of totals and a trial balance of balances is that in case of the 
latter equal amounts have been eliminated from both sides of cer- 
tain accounts. For example, in case of the Cash account, the balance 
is shown as $752.30. In other words, |1,978.00 is eliminated from 
both sides of the Gash account. Obviously, when equal sums arc 
eliminated on both debit and credit side of ledger accounts, the 
balances of all ledger accounts will still show equality of debits and 
credits. 

In practice the trial balance of balances is the one used. It serves 
the two fundamental purposes of a trial balance, namely: (a) a 
check on work already done; {b) a basis of interpretation. 

The check afforded by the trial balance, on work already done, 
is not absolute proof that no errors have been made. It is simply 
proof that the equality of debits and credits which exists in the 
journal also exists in the ledger. If any item, either debit or credit, 
found in the journal is not posted, the trial balance totals will not be 
equal in amount. On the other hand, if an item in the journal is 
posted to the wrong ledger account, but on the proper side, debit or 
credit, as the case may be, the trial balance totals will be equal. For 
example, if the item of $72. 90, which appears on the debit side of the 
Cash account, had been posted erroneously to the Furniture and 
Fixtures account, the balance of cash would be $72.90 lcs.s, and the 
balance of Furniture and Fixtures would be $72.90 more. Since 
these are both debit balances, the total of the debit column of the 
trial balance would still be $3,574.10, as shown in Fig. 47. Not- 
withstanding these limitations on the trial balance, as a check on 
work done, it is extremely important. 
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An equally important use of the trial balance is to serve as a 
basis for interpreting the accounts. This process of interpretation 
will be explained in chapters that follow. 

R, E. Myers 

Trial Balance of Totals 
January 7, 19 — 




Debit 

2,730.30 

Credit 

1,978.00 

7 HCin nf\ 




COO.OO 



1,500.00 




800.00 


70.00 


18.00 

2 QQ 



274.10 


U.30 


11.50 






700.00 



2.00 



5,554.10 

5,554.10 


R. E, Myers 

Trial Balance of Balances 

January 7, 19 — 


Cash 

R. E. Myers 

Furniture and Fixtures 

Purchases 

Ansom Wholesale Company 

Rent Expense 

A. B, Grant, 

Debit 

752.30 

1,500.00 

70.00 

1G,00 

Credit 

2,500.00 

800.00 

Sales 


274.10 

L. S. Crozu 

14 30 


B. S. Smith 

11.50 


Advertising Expense 



Delivery Equipment 



Sales Returned . 

^nn 



3,574.ib 

3,574.10 


Figr. 47 



Chapter 6 


MIXED ACCOUNTS AND 
ADJUSTING ENTRIES 


Mixed Accounts. An examination of the classification of 
accounts given in Chapter 4 shows the following general divisions; 
(1) Asset accounts, (2) Liability accounts, (3) Net Worth accounts, 
(4) Expense accounts, (5) Revenue accounts. 

It now is necessary to note that in some instances accounts listed 
as assets may contain expense elements. This means that the account 
is no longer strictly an asset account; that is, part of the balance of 
the account represents an asset and part of it represents an expense. 

This is a situation which inevitably arises because of the way in 
which accounts must be kept. On the other hand, it is a situation 
which must be remedied before the results for the period can be 
determined. The elements which comprise the balance of mixed 
accounts must be separated in order to determine what the true 
expense of operations is for the accounting period. 

Just as accounts which are primarily asset accounts may contain 
expense elements, likewise accounts which arc primarily expense ac- 
counts may contain asset elements. The same comments which have 
been made above, relating to asset accounts which contain expense 
elements, apply to expense accounts which contain asset elements. 

The Purchases Account. If all merchandise purchased during 
the accounting period were still on hand at the close of the period, it 
is evident that no sales could have occurred, and that the entire 
amount of purchases would remain an asset. By the very nature of 
business, however, this would not occur, because sales are made 
throughout the accounting period as well as purchases; so that it is 
evident that if a concern begins business on January 1 and pur- 
chases a total of $10,000.00 worth of merchandise during the month 
of January, only a portion of this merchandise will be on hand, 
January 31. For purposes of illustration, assume that the Purchases 
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account at the close of business, on January 31, appears as shown 
in Fig. 48. 

Purchases 


19— 


Jan. 


1-31 


10fi00]00 

Fig. 48 


Assume, further, that during the month sales amount to $8,000.00 
and that the cost of the goods sold is $6,000.00. It is evident that of 
the $10,000.00 purchases, only $4,000.00 remains on hand, since 
$6,000.00 of purchases have been sold for $8,000.00. 

In practice, the cost of goods sold is found at the end of the 
accounting period by determining, first, the amount of goods still on 
hand taken at cost price. Thus, if an actual count shows that the 
merchandise on hand on January 31 amounts to $4,000.00, taken at 
cost, the cost of goods sold is determined by the procedure indicated 
in Fig. 49. 


Purchases 10,000.00 

Less Inventory Jan. 31, 19 — . 4,000.00 

Cost of Goods Sold 8,000.00 


Fig. 49 


Carrying the illustration one step farther, assume that during 
February purchases amount to $9,000.00, and that merchandise on 
hand at the end of February amounts to $3,500.00. In this case, it is 
necessary to take into account the inventory on hand on February 1, 
as well as the inventory on hand on February 28, in order to 
determine the cost of goods sold. This is accomplished as shown in 
Fig, 50. 


Inventory Feb, 1, 19 — . 4,000.00 

Add Purchases 9,000.00 

13,000.00 

Less Inventory Feb. 2S, 19 — . 3,500.00 

Cost of Goods Sold 9,500.00 


Fig. 50 

This same result can be determined by making certain adjust- I 
ments in the ledger accounts. In order to indicate the procedure, it I 
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is necessary to cover both January and February. The Purchases 
account at the end of January stands as shown in Fig. 51. 


19— 


Jan. I 1-31 


Purchases 


70.0001 


00 



Fig. 51 


Since the inventory on January 31 is $4,000.00, this represents 
the asset portion of the $10,000.00 in the Purchases account. By 
means of what is known as an adjusting journal entry, this is trans- 
ferred to the Inventory account as follows; 

Jamiaiy 31 

Inventory 4,000.00 

Purchases. . . 4,000.00 

To set up closing tnvenloiy. 


The cost of goods sold is carried to a Cost of Goods Sold ac- 
count, as follows; 

Cost of Goods Sold 6,000.00 

Purchases .... 6,000.00 

To carry cost of goods sold to Cost of Goods Sold account. 


When the foregoing journal entries are posted, the ledger aC' 
counts involved appear as shown in Fig. 52. 


Purchases 

19— 19— 


Jan. 

1-31 

Cash, etc 


10,000 

00 

Jan. 

31 

Inventory 

310 

4,000 

00 




10,000 

00 

31 

C.G.S 

310 

6,000 

00 











10,000 

00 


Inventory 

19 — 


Jan. 


19— 


31 


Purchases 


J10 


4 , 000 ^^ 

Cost of Goods Sold 


Jan. 


31 


Purchases . 


310 


6 , 000 \ 


QQ\ 


Fig. 52 
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The balance of the Purchases account, $6,000.00, represents the 
cost of goods sold and the amount of goods on hand is $4,000.00, as 
shown in the inventory account. 

Continuing with the accounts for February, the purchases 
amount to $9,000.00, and on February 28 the Purchases account 
stands as shown in Fig. 53. 

Purchases 

]9— 19— 


fan. Cash, etc 

I 10,000 

00 

Jan. 

31 

31 

Inventory 

G.G.S. 

JIO 

J10 

4.000 

6.000 

00 

00 


10,000 

00 





10,000 

00 

Feb. \/—28\ Cash, etc 

1 9,000 

00 








Fig. 53 


The inventory on February 28 amounts to $3,500.00. In order 
to show the cost of goods sold in the Purchases account, it is neces- 
sary to make two adjusting journal entries, as follows: 

February 28 

Purchases 4,000.00 

Inventory 4,000.00 

To carry opening inventory to Purchases account. 

February 28 

Inventory 3,500.00 

Purchases 3,500.00 

To set up closing inventory. 


The cost of goods sold is carried to Cost of Goods Sold account 
by means of the following entry. 

Cost of Goods Sold 9,500.00 

Purchases 9,500.00 

To carry cost of goods sold to Cost of Goods Sold account. 


The accounts now stand as shown in Fig. 54. 

The student should study carefully the accounts shown in Fig. 
54. If he secures a thorough understanding of these accounts and the 
journal entries from which the items are posted, he will have ac- 
complished much toward the understanding of mixed accounts and 
the adjustments which they must undergo. A review of the proce- 
dure is therefore in order. Note that during January, purchases for 
cash and on account amounted to $10,000.00. This is shown in the 
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Purchases 

19 — 



first entry on the debit side of the Purchases account. At the end of 
January, there remained on hand an inventory of merchandise- of 

14.000. 00. As shown in preceding calculations, this inventory of 

14.000. 00, when deducted from the purchases of January, gives 
$6,000.00 as the cost of goods sold for January. This item of cost of 
goods sold is expressed in the Purchases account as C.G.S. 

At times it is necessary to transfer items from one account to 
another. This is illustrated in the ease of the $4,000.00 inventory, as 
at January 31. The $4,000.00 is credited to Purchases account and 
debited to the Inventory account. The journal entry which illus- 
trates this is shown on page 81. The remaining $6,000.00 in the 
Purchases account on January 31 is transferred to the Cost of 
Goods Sold account as shown on page 81. 

At the beginning of February there is no balance in the Pur- 
chases account. This account has been ruled up and the total of each 
side shown below the single ruling. Underneath each total of 
$10,000.00 is placed a double ruling. This ruling up of accounts is a 
procedure of considerable importance. It is done whenever a point 
is reached where it is desirable to indicate that the account is cither 
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closed or that it is desirable to carry the balance of the account to 
another account or simply to carry the balance down in the same 
account. In the Purchases account there remains no balance after 
the $4,000.00 has been transferred to the Inventory account and 
after the $6,000.00 has been transferred to the Cost of Goods Sold 
account. In a sense, however, it may be said that the balance of the 
account, namely, $6,000.00, is transferred to the Cost of Goods Sold 
account. At any rate the two sides of the Purchases account are 
equal and the account is closed by the rulings shown. An account 
may be ruled up and the balance brought down at any time. An 
illustration of this is given in Fig. 55. Here the Gash account of 
R. E. Myers is ruled up and the balance brought down. This should 
be compared with the Gash account shown on page 75. 

Cash 


19- 19- 


Jan. 

1 

R, E Myers 

J1 

2,500 

00 

Jan 

1 

Furniture and Fix- 












lurei 

J^ 

500 

00 


4 

Sales 

J1 

72 

90 


1 

Purchases 

ji 

700 

00 


6 

Sales 

J1 

81 

00 


1 

Rent 

ji 

70 

00 


7 

Sales . 


76 

40 


5 

Advet tiring Ex- 












jteme 

ji 

8 

00 








7 

Delivery 












mt ni 

ji 

700 

00 








7 

Balance 


752 

30 





2,730 

30 





2,730 

30 


8 

Balance 


752 

30 








Fib 55 


During February, purchases amounted to $9,000.00, as shown 
in Purchases account. At the end of February, in order to find the 
cost of goods sold, it is necessary to transfer the inventory of 
$4,000.00 back to the debit side of Purehases account. This is 
accomplished by means of the journal entry shown on page 82. As a 
result, the Inventory account is closed and this is indicated by the 
single ruling underneath the debit item of $4,000.00 and under- 
neath the credit item of $4,000.00. The Purchases account now con- 
tains two debits, namely, $9,000.00 and $4,000.00, a total of 
$13,000.00 to be accounted for. As stated, the inventory on Febru- 
ary 28 is $3,500.00. This is the closing inventory, and by means of 
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the entry shown on page 82 it is credited to the Purchases account 
and debited to the Inventory account. The cost of goods sold is 
found to be $9,500.00. This may be carried to the Cost of Goods 
Sold account by means of the journal entry shown on page 82. When 
this is done, the Purchases account is again ready to be ruled up as 
shown in Fig. 54. The manner in which the item of $6,000.00 is 
carried to the Profit and Loss account at the end of January and the 
$9,500.00 is carried to Profit and Loss at the end of February will be 
explained later. 

The procedure in connection with the Purchases account, 
Inventory account, and Cost of Goods Sold account described 
above is repeated each month. In the procedure described, the 
balance in the Inventory account is translerred back to the debit 
side of the Purchases account at the end ol the month. It is equally 
correct to transfer the balance of the Inventory account at the be- 
ginning of the month, as it makes no difference in the final result. 

Fixed Asset Accounts. Fixed assets include such items as 
land, buildings, delivery equipment, and furniture and fixtures. 
With the exception of land, these items are subject to depreciation. 
In a sense the purchase of buildings, furniture and fixtures, and 
delivery equipment is the prepayment of an expense, since the cost 
of such assets must be amortized, or written oIT, during their useful 
life. It is only because of the relative permanence of these assets that 
they are called assets instead of being called prepaid expenses. 
Nevertheless, in the accounts they must be treated as long-term 
prepaid expenses; otherwise, serious error is certain to arise at each 
accounting period in the determinalioii of true net profit. 

To illustrate, take the case of a building which costs $10,000.00 
and which has an estimated useful life of 20 years, and an estimated 
salvage value of zero. Since this building is used to promote opera- 
tions, it is evident that each year there occurs an expense of approxi- 
mately $500.00, as a result of such use. This amount is obtained by 
dividing the cost of the building, $10,000.00, by its estimated useful* 
life, namely, 20 years. This expense is known as depreciation. It is 
an expense which applies to each year, or each accounting period, 
even though no expenditure of money occurs each year. In reality, 
the expenditure occurred at the beginning of the 20-year period. To 
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continue carrying the building, as an asset worth 110,000.00, results 
in an overstatement of the value of the building and also results in 
an overstatement of net profit for each year. 

It is therefore necessary at the end of each accounting period, 
that is, at the end of each month or year, as the case may be, to 
make an adjusting entry which will result in a charge to Deprecia- 
tion Expense account for the amount of depreciation applicable to 
such a period. Assuming that the accounting period is one year, the 
charge at the end of the first year for depreciation is $500.00. This 
entry may be made as follows: 

Deprsciaiion Expense . .... 500 00 

Building 500 00 

For depreciation jor the year. 


After this journal entry is posted, the ledger accounts for the 
Building and for Depreciation Expense stand as shown in Fig. 56. 


Building 

19— 

19— 

Jan. 1 1 I 

1 1 10,000 00 1 Dec. 31 Depreciation Ex- 

1 1 1 pense. . J10 50000 


Depreciation Expense 

19— 

19— 

Dec. 31 Building 

J10 500 00 


Fig. 56 


The foregoing procedure results in the annual reduction of the 
balance in the Building account by $500.00. This is entirely correct, 
but it has been found in practice that it is desirable to show the 
balance in the Building account at original cost throughout the life 
of the building. The importance of so doing has led to a modifica- 
tion of the procedure, which will now be illustrated. Instead of the 
journal entry shown above, the following journal entry is made. 

* Depreciation Expense 500,00 

Reserve for Depreciation . . . 500 00 

For depreciation Jor the year. 

After this entry is posted, the amounts involved appear as shown 
in Fig. 57. 
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10 , 000 \ 
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Reserve for Building Depreciation 
19 — 



Dec 

31 

Depreciation 


I 




Expense .... 

.. J10 

500\q0 


Building Depreciation Expense 

19 — 


Dec. 31 Reserve Jot 

Depreciation 



500\00\\ 
Fig. 57 


The Reserve for Depreciation account to which the credit item 
of $500.00 is posted is known as a valuation account. In other words, 
the assumed decline in value of a building is recorded, not in the 
Building account, but in the Reserve for Depreciation account. The 
Depreciation Expense account is the same as in Fig. 56. There are 
various ways of expressing the relationship which exists between the 
Building account and the Reserve for Depreciation account appli- 
cable thereto. It may be said that the accrued depreciation on the 
building amounts to $500.00, or it may be said that the original cost 
of the building, which is $10,000.00, less the accrued depreciation 
of $500.00, gives a present book value of $9,500.00. The point is that 
the Reserve for Depreciation account must be considered in connec- 
tion with the Building account in order to determine what is the 
book value of the building. As will be shown in later illustrations, 
the custom is to show the reserve for depreciation deducted from 
the original cost of the building on the asset side of the balance 
sheet, as follows: 

Building , . 10,000,00 

Less Reserve Jor Depreciation . . . oOO.OO 9,500.00 

Some business concerns still follow the practice of setting up but 
one Reserve for Depreciation account; but with the desire for more 
detailed information relative to accrued depreciation on fixed 
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assets, it is becoming the practice to carry a reserve for each signifi- 
cant asset. It is obviously desirable that separate depreciation 
reserves be set up for such important assets as buildings, furniture 
and fixtures, and delivery equipment. The ultimate disposition of 
the amount shown in the Depreciation Expense account will be 
explained later. It is sufficient to note at this point that after the 
adjustment for depreciation for the current period has been made 
the expense element has been transferred to a separate account, 
namely, the Depreciation Expense account. It is only by thus segre- 
gating the expense element in the building in a separate account 
that it is possible to secure accurate information relative to all items 
of expense for the current accounting period. It may be noted that 
just as depreciation expense is the expense which accrues in con- 
nection with the use of the building, so cost of goods sold is an 
expense incurred in order to secure revenue from sales. 

The procedure for setting up Depreciation Expense accounts 
and Depreciation Reserve accounts in connection with other fixed 
assets is‘ essentially the same as that explained above. 

It may be well to emphasize the fact that these adjusting entries 
are made at the end of the accounting period in order that accurate 
information may be secured relative to all items of income and all 
items of expense. 

Accounts Receivable. In modern business, credit plays an im- 
portant part, It sometimes takes the form of notes and trade accept- 
ances which will be explained later. Frequently, it takes the form of 
open accounts receivable and open accounts payable. From the 
point of view of a given enterprise, the sum of the amounts owed the 
enterprise by its customers is known as tbe total of its accounts re- 
ceivable, and the sum of the amounts which it owes its creditors is 
known as its accounts payable. 

It is evident that even though great care is exercised in the selec- 
tion of customers, some losses will occur due to the uncollectibility 
of some accounts. If customers’ accounts arc payable within 30 days, 
it is evident that at any particular time the total of outstanding but 
uncollected accounts receivable should represent not more than one 
month’s sales on account. In such a case, it may be said that the ac- 
counts receivable are collected or turned over twelve times each 
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year. In practice, however, owing to the slowness with which some 
customers pay, it is found that there is a tendency for the accounts 
receivable to accumulate to an amount greater than the terms of 
sale would indicate. In other words, if an analysis is made at a given 
time of all open aecounts receivable, it may be found that some are 
past due for a considerable period of time, while others are so long 
past due that their collection is hopeless. It is for this reason that 
business men speak of accounts receivable as being good, doubtful, 
and bad. 

If sales on account in January amount to |40,000.00, most of 
this will have been collected by the end of February, but certain 
accounts will remain open. During March many of these remaining 
items will be collected, and similarly during the following months 
further collections will be made on past due accounts which were 
opened in January. By the end of the year, accounts opened in 
January and still uncollected may be regarded as dclimtely bad 
accounts. The same situation will arise in connection with the sales 
on credit for February, March, April, and following months. It is 
evident that on December 31 it would be impo.ssible to determine 
all specific items arising from sales made during the year which will 
prove to be uncollectible. It is also evident, however, that the un- 
collectible items arising out of the credit sales for the year represent 
an expense applicable to the current year. In other words, all bad 
debts arising out of the current year’s credit sales arc expenses 
which should be taken into account in an attempt to compute the 
current year’s net profit. 

In connection with the accounting for accounts receivable, it is 
evident that the expense arising out of bad debts must be accounted 
for in either of two ways, namely: {a) Individual customers accounts 
shall be written off, i.e., treated as expense, when definitely ascer- 
tained to be uncollectible, (i) An estimate shall be made at the end 
of the accounting period of the amount of uncollectible customers’ 
accounts applicable to that period. 

a) This first plan was formerly widely used, but it is subject to the 
objection that the expense arising from the uncollectibility of a 
particular account cannot usually be determined until after the 
close of the accounting period in which the sale was made. For 
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example, on September 5, a concern sells 1f20.00 worth of merchan- 
dise to S. R. Borden and on December 31 of the same year Borden 
still owes this amount. It is probably impossible at this date to 
determine whether the account is collectible or not. This means that 
it will be carried as an asset in the balance sheet at December 31. If 
on June 1 of the following year Borden’s account is definitely ascer- 
tained to be bad, it will be treated as an expense, not of the year in 
which the sale was made, but of the year in which the uncollecti- 
bility of the aecount is ascertained. It is evident that this shifts 
expense into the wrong period. The bad debts which result from 
sales made in a given year are obviously expenses applicable to that 
year, not to following years. Therefore, under this first method of 
accounting for bad debts there is a constant lag which should not 
exist. 

b) Under the second plan proposed, an estimate is made at the 
end of the accounting period of the amount of bad debts which will 
result from the year’s sales. There arc various ways in which this 
estimate may be made. It may be based on a percentage of the out- 
standing accounts receivable at the end of the year, or it may be 
based on a percentage of the total sales for the year. It may be 
based on an analysis of these accounts, such analysis being a sub- 
division of the accounts receivable on the basis of their age. Each 
enterprise must follow in this respect whatever plan seems most 
desirable. 

To illustrate the procedure under {b), assume that John R. 
Morris has on his books on December 31 accounts receivable 
amounting to |100,000.00, and that his business has been in exist- 
ence for one year. Morris estimates that of this SI 00,000.00, 
$1,000.00 will prove to be uncollectible, but of course is unable, as 
yet, to determine which of the customers’ accounts will prove un- 
collectible. The Accounts Receivable account is therefore a mixed 
account. Of the total, $99,000.00 is an asset element and $1,000,00 
is an expense element. Following recognized accounting procedure, 
the following adjusting entry is made on Morris’ books: 

Bad Debts Expense 1^000.00 

Reserve for Bad Debts 1,000.00 

To set up a reserve of 1 per cent of accounts receivable as at 
December 31, 
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The Reserve for Bad Debts account performs much the same 
function as does the Reserve for Depreciation account, that is, it 
evaluates, or helps to determine the value of the asset to which it 
relates, namely, accounts receivable. Just as the debit to the Depre- 
ciation Expense accounts brings upon the books the current depre- 
ciation expense, so the debit to Bad Debts Expense account brings 
upon the books at the proper time the expense resulting from 
uncollectible accounts. On the balance sheet, the reserve for bad 
debts is deducted from the accounts receivable in order to show, as 
correctly as possible, the book value of the accounts receivable, as 
follows: 

Accounts Receivable 100,000.00 

Less Reserve Jor Bad Debts 1,000.00 90,000.00 

At this point, it may be noted that there is some difference in the 
ultimate disposition of the two kinds of reserves which have been 
explained. The Reserve for Depreciation increases in amount 
throughout the life of the asset which it evaluates. On the other 
hand, a reserve for bad debts does not continue to increase, but is 
ordinarily reduced during the following year or so by being debited 
for the amount of customers’ accounts actually ascertained to be 
bad. For example, suppose that during the year immediately fol- 
lowing that for which the reserve for bad debts shown above is 
established, N. S. Butler’s account of $44.10 is ascertained to be 
uncollectible. It is written off, or debited against the Reserve for 
Bad Debts, by means of the following entry; 


Reserve for Bad Debts 44.10 

Accounts Receivable, N. S. Butler. . . . 44.10 


To carry uncollectible account to Reserve for Bad Debts. 

Through other similar debits the credit in the Reserve for Bad 
Debts account may be largely or entirely eliminated within the 
following year. 

Accrued Expenses and Incomes. The passing of time is the 
crue measure of the amount of many items of expense and of certain 
items of income. To illustrate, if one borrows money on January 1 
for one year, it is evident that interest expense accrues each day of 
the year and the amount accrued for each day is the same as the 
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amount accrued for any other day in the year, assuming that the 
amount of the loan remains unchanged. As a further illustration of 
the principle of accrual, assume that one owns a 11,000.00 bond 
which bears interest at 6 per cent payable March 1 and September 
1. Although the owner receives IfSO.OO interest on March 1 and 
$30.00 on September 1, this income is not earned on these two days, 
but accrues during the preceding 6-month periods. Thus, it may be 
said that on December 31, 4 months’ interest income has accrued, 
although it is not payable until March 1 . Likewise, it may be said 
that interest accrues by equal daily amounts from March 1 to and 
including August 31, although it falls due and is payable on 
September 1 . 

Another illustration of accrued income would be the case in 
which a man rents a machine and collects the rent at the end of each 
6-month period. Assuming that the rent for the 6-month period is 
$60.00, it is evident that at the end of the first month $10.00 of 
rental income has accrued in favor of the owner of the machine and 
that during each of the five months $10.00 additional rent will ac- 
crue, although the entire sum of $60.00 falls due and is payable at 
the end of the 6-month period. Should the owner ol the machine 
wish to determine his income for an accounting period closing, 
say, 4 months after the machine is rented, it would be necessary for 
him to make an adjusting entry for the 4 months’ accrued rental 
income. 

Illustrations of adjustments required for accruing expenses will 
be given for (1) interest expense, (2) rent expense, (3) taxes expense. 

7. Interest Expense. Assume that S. B. North owes a $10,000.00 
mortgage on his business property. Assume further that the interest 
on this mortgage is at 6 per cent, payable semiannually, September 
1 and March 1. North’s accounting period is the year ending 
December 31. It is evident that if North desires an accurate state- 
ment of all expenses for the year ending December 31, he must take 
into consideration the fact that interest has accrued on the mortgage 
since September 1, although it is not payable until March 1. Four 
months’ interest on $10,000.00 at 6 per cent amounts to $200.00. 
This is an expense applicable to the year ending December 3 1 . For 
this amount there is also an unmatured liability of $200.00. 
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Therefore North should make the following adjusting entry on 
December 31 : 

December 31 

Interest Expeme 

Interest Accrued 

To show interest accrued on mortgage of SlOftOO 00 at 6 per cent 
for 4 months, also to show corresponding liability 

As will be explained later, the interest expense of $200.00 is 
transferred from the Interest Expense account to the Profit and 
Loss account, which is an account temporarily opened on the books 
at the close of the accounting period for the purpose of summarizing 
all items of income and all items of expense for the period. This pro- 
cedure whereby balances in accounts, representing incomes and 
expenses, are transferred to Profit and Loss is known as closing the 
books. As indicated, this will be explained fully later. After the 
books are closed, what is known as & post-closing enttymxx&i be made 
in connection with the adjusting entry shown above. This post- 
closing entry is simply a reversal of the adjusting entry, as follows: 

January 7 

Interest Accrued . . i 200.00 

Interest Expense . . , 200 00 

To reverse adjusting entry foi interest accrued on mortgage. 

The accounts for interest expense and interest accrued now 
stand as shown in Fig. 58A. 

Interest Expense 

19— 19— 


200 00 


200 00 


Dec. 

31 

Interest Accrued 

J40 

200 

00 

Dec. 

31 

Profit and Loss . [ Jdl 

200\00 







Jan. 

1 

Interest Accrued . . | J42 

200 00 


Interest Accrued 

19— 19— 


Jan. 1 


Interest Expense 


J42 

200 


Dec 

37 

Interest Expense 


200 00 










Fig. 58A 


Note that the Interest Accrued account is closed. It was neces- 
sary to show the liability therefor only as at December 31, which is 
the date on which North prepares his balance sheet. The credit of 
$200.00 in the Interest Expense account requires explanation. 
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When North pays interest for 6 months on March 1, the amount of 
$300.00 will be charged to the Interest Expense account which will 
leave a debit balance in the Interest Expense account of $100.00. 
This is the amount of interest applicable to January and February, 
the first two months of the new accounting period. The payment of 
this interest may be shown in journal entry form as follows: 

Interest Expense 300.00 

Cash 300.00 

For payment erf interest on mortgage at 6 pet cent. 

The Interest Expense account now stands as shown in Fig. 58B. 


Interest Expense 



Dec. 31 

Interest Accrued. . 

JrlO 

200 

00 

Dec. 

37 

Profit and Lots. 

341 

200 

Mar 1 

Cash 


300 

00 

Jan. 

1 

Interest Accrued. . 

J42 

200 


Fig. 58B 


2. Rent Expense. Assume that S. B. North rents a building at a 
monthly rental of $20.00, which he pays at the end of each 6-month 
period, rent being payable on October 1 and April 1 . Since North’s 
accounting period closes on December 31, there will be 3 months’ 
rent accrued on that date and there will be a liability accrued 
therefor of $60.00. The following adjusting entry is required on 
December 31. 

December 31 

Rent Expense 60.00 

Rent Accrued 60.00 

To shoio Rent Accrued and corresponding liability. 


As was done in the case of Interest Expense, the $40.00 is trans- 
ferred from the Rent Expense account to the Profit and Loss ac- 
count in the process of closing the books. After the books are closed, 
the following post-closing entry is made : 

January 1 

Rent Accrued. 60,00 

Rent Expense . , 60.00 

To reverse adjusting entry Jor Rent Accrued. 

The accounts for Rent Expense and Rent Accrued now stand as 
shown in Fig. 59. 



95 


Mixed Accounts and Adjusting Entries 


19— 


Rent Expense 
19 — 


Dec. 

.3/ 

Rent Accrued . 

340 

\ 60 

00 

Dec. 

\31 

Profit and Los^ 

341 \ 

60 

00 







3an. 

1 

Rent Acciued . . , 
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J42 


60 

00 
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Fig. 59 


When North, pays SI 20.00 rent for 6 months on April 1, thei’e 
will be a debit balance in the Rent Expen.se account of $60.00 
which is the amount applicable to the period January 1 to 
April 1. 

3. Taxes Expense. Taxes are treated somewhat dilTercntly. Taxes 
accrue usually on the basis of a calendar year and are payable some- 
time during the following year. The taxpayer is unable to tell the 
exact amount of his taxes until he receives his bill. Therefore he is 
required to estimate the amount of taxes accrued. If the month is 
the accounting period and if it be assumed that the estimated 
amount of taxes for one month is $12.00, the following entry is in 
order on the last day of each month. 

Taxes Expense 12.00 

Taxes Accrued 12,00 

Foi estimated taxes e.xpetises for month. 

If the year is the accounting period, the adjusting entry in order 
on December 31 is as follows; 

Taxes Expense 144,00 

Taxes Accrued 144.00 

For estimated taxes for year. 

In either event, the Taxes Expense account will be debited for 
the total of $144.00 for the year and the Taxes Accrued account will 
represent a liability of $144.00 on December 31. 

Assuming that when the tax bill is received on March 16 the 
amount of the tax is shown to’ be $160.00, the following entry is 
required. 
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March 76 

Yaxec Accrued 
S B North, Net Woith 
Cash 

For payment of taxes The excess of the tax over the amount 
estimated is charged to NortlCs Net Worth account 


744 00 
7600 

760 00 


Accrued Income. One illustration, namely, interest, will be 
used to illustrate the principles which apply to accrued income. As- 
sume that the mortgage of 110,000.00 on S. B. North’s property is 
owned by George Johnson. The interest is at 6 per cent payable 
semiannually, September 1 and March 1. On December 31, 4 
months’ interest, or ?P200 00, is accrued, therel ore Johnson makes the 
following entry on December 31, assuming that this is the closing 
date of his accounting pei lod. 

December 37 

Interest Accrued 
Interest Income 

To show interest income on mortgage oj $10y000 00 at b per cent 
Jor 4 months 

On January 1, Johnson makes the following post-closing entiy: 

Jamiaiv 7 

Interest Income 200 00 

Interest Accrued 200 00 

To reverse the adjusting entry for interest income accrued on 
mortgage 

The accounts for interest income and interest accrued on 
Johnson’s books now stand as shown m Fig. 60. 

Interest Income 

19— 19— 


20000 

20000 


Dec 

37 

Profit and Loss ' 

jy 

200' 00 

Dtc 37 

Interest Accrued 

J6 

200 

00 

Jan \ 

7\ 

Interest Accrued \ 

J8 

200 00 


1 


1 



Interest Accrued 

19— 19— 


Dec. ' 

37 

Interest Income 

J6 

200\ 

00 

Jan. : 

7 

Interest Income I J8 

200 

00 







1 


1 

1 



Fig 60 

The student should compare the accounts shown in Fig. 60 with 
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those shown in Fig. 58 and note that they represent reverse condi- 
tions, one being the accounts ol the debtor and the other being the 
accounts of the creditor. 

Deferred Expenses and Incomes. In case of accrued expenses 
and incomes explained in preceding pages, payment thereof occurs 
at the end of the period of accrual; thus interest is paid at the end 
of each 6 months and taxes at the end of the year. It is now neces- 
sary to consider how expenses and incomes paid in advance should be 
treated in the accounts. Examples of expenses paid in advance arc: 
(1) insurance, (2) rent, (3) advertising, (4) organization expense. 

7. Insurance. Fire insurance is usually purchased on the basis of 
1, 3, or 5 years. To illustrate the accounting procedure, assume that 
a fire insurance policy is taken out on property and the premium of 
$150.00 is prepaid for a 3-ycar period. Two alternative procedures 
will be illustrated. In the first place, the premium of $1 50.00 may be 
charged to an account entitled Prepaid Insurance which would then 
appear as shown in Fig. 61. 

Prepaid Insurance 

19 — 

July 1 1 Cash m\00\\ 

Fig. 61 

Assuming that the year is the accounting period and that it closes 
on December 31, insurance for 6 months will have expired. This 
amounts to $25.00. The adjusting entry on December31 is asfollows: 

December 31 

Insurance Expense 25,00 

Prepaid Insurance 25.00 

For insurance expiied since July 1. 

After the preceding entry is posted, the Prepaid Insuranee 
account appears as shown in Fig. 62. 

Prepaid Insurance 

19— 19— 


Jvly 


Cash 


1S0\ 


00 \ 


Dee. 


31 


Insurance Expense 




2S\ 


00 


Fig. 62 
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The procedure shown above is repeated until the entire amount 
in the Prepaid Insurance account is transferred to the Insurance 
Expense account. As in case of other expense accounts, the Insur- 
ance Expense account is carried to the Profit and Loss account at 
the end of the accounting period. 

When the original debit for the insurance is made in the first 
place to an Insurance Expense account instead of to a Prepaid 
Insurance account, the procedure differs from the foregoing. Using 
the same illustration, assume that on July 1 the $150.00 is debited 
to an Insurance Expense account which then appears as shown in 
Fig. 63. 

Insurance Expense 

19— 




Cash 


750j00j 
Fig. 63 



On December 31 the adjusting entry is as follows: 

Prepaid Insurance ... 125.00 

Insurance Expense 125.00 

To carry prepaid insurance to Prepaid Insurance account. 


The Insurance Expense account and the Prepaid Insurance 
account now appear as shown in Fig. 64. 

Insurance Expense 

19— 19— 


My\i 


Cash 


19- 


150\ 


00,\ Dee. 


31 


Prepaid Insurance 


J46 


Prepaid Insurance 


125\ 


\00 


Dec. |57| Insurance Expense \J4S | 125\0C^ 


Fig. 64 


The balance in the Insurance Expense account, $25.00, is 
carried to Profit and Loss account. On January 1 the following 
post-closing entry is made. 
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January 7 

Insurance Expense 125.00 

Prepaid Insurance 

To reverse adjusting entry made December 31. 

The accounts now appear as shown in Fig. 65. 

Insurance Expense 

19 - 

July 1 Cash 150 00 Dec. 31 Prepaid Insurance JdC 125 

31 Profit and Loss. . JdS 25 
150 00 150 

Jan. 1 Prepaid Insurance JdO 125 00 

Prepaid Insurance 

19- 19- 

Dec. 31 Insurance Expense J46 125 00 Jan. 1 Insurance Expense JdO 125 00 

Fig. 65 

2. Rent. The treatment of rent paid in advance is the same 
as that of insurance paid in advance. The debit may be made 
either to a Prepaid Rent account or to a Rent Expense account, 
and treated as already explained in connection with prepaid in- 
surance. The student will profit by assuming a certain amount 
for prepaid rent, making the necessary adjusting entries, and set- 
ting up the necessary accounts. Both methods of procedure should 
be followed. 

3. Advertising. Expenditures on advertising are usually regarded 
as applicable to the current period, in which event no adjustment is 
required at the close of the period. The amount shown on the debit 
side of the Advertising Expense account is simply carried to a 
Profit and Loss account by means of closing entries, as will be ex- 
plained later. When, however, unusually large amounts are spent 
on an advertising campaign, it may be desirable to charge the en- 
tire amount to a Prepaid Advertising account and then write off 
this amount over two or more accounting periods. 

To illustrate, assume that a concern in a given year spends 
$20,000.00 advertising a new article. It is decided that $10,000.00 
of this amount should be regarded as expense for the current year 


1 00 
00 
00 


99 

125.00 



1 00 Modern Practical Accounting — Elementary 

and the remaining $10,000.00 as expense for the following year. 
The entire amount of $20,000.00 should be charged to an Adver- 
tising Prepaid account as shown in Fig. 66. 

Advertising Prepaid 


19— 


Jan.- 


1 1 

I 

J^dy 

Cash 

20,000 00 1 I 

1 


Fig. 66 


On December 31 the following adjusting entry is made: 

Decembei 3/ 

Advertising Expense 70,000.00 

Advertising Prepaid ■ ■ ■ 70,000.00 

To carry one-halj of Advertising Piepaid to Advertising Expense 
account. 

After this entry is posted, the Advertising Prepaid account 
appears as shown in Fig. 67. 

Advertising Prepaid 

19— 19— 


Jan.- 

Jiily 



CasTi 


20 , 000! 00 

Dec. 

37 

Advertiwit> Ex- 






1 



pense 

J75 

70,000 


00 


Fig. 67 


4. Organization Expense. Organization expense results from the 
expenditure of considerable sums of money following the inception 
of a new enterprise. It may contain charges for legal expense, ac- 
countants’ fees and services of various other experts required to put 
the business on its feet. It is a generally accepted procedure to write 
off the entire amount of organization expense over a period of from 
3 to 5 years, preferably 3 years- 

To illustrate, assume that the Jones Corporation during its first 
year of operations charges $8,000.00 to an Organization Expense 
account. This is written off to the Profit and Loss account over a 
period of three years, at the end of which time the account balances 
and appears as shown in f'ig. 68. 
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Organization Expense 


Jan - 

— 





Dec. 

31 

Profit and Loss 

jn 

2,666 

67 

Dec 


Cash 


8,000 

00 

19 

— 











Dec. 

31 

Profit and Los^ 

J30 

2,666 

67 







19 

— 











Dec. 

31 

Piofit and Loss 

360 

2,666 

67 





8,000 

00 





8,000 

00 


Fig. 68 


Deferred Income. When an income is received before it is 
earned, it must not be regarded as income on the date it is received. 
It must be carried as deferred income until it has been earned, when 
it may be treated as real income. As an illustration of deferred in- 
come, prepaid subscriptions received by a publisher on his maga- 
zine may be considered. Suppose that during a given year the 
Aaron Publishing Company receives subscriptions in advance for 
five years, amounting to a total of 1100,000.00. If this entire amount 
is treated as income for the current year, the Aaron Publishing 
Company will be inflating its profits for the current year. It is 
reasonable to assume that only one-tenth of the amount, or 
$10,000.00 may be regarded as earned income and that during the 
next four years $20,000.00 will become earned income each year, 
leaving $10,000.00 to be treated as earned income during the sixth 
year. Assuming that these subscriptions were paid in the year 19-1, 
the Subscriptions Deferred Income account appears as shown in 
Fig. 69, when it is closed in 19-6. 


Deferred Subscriptions Income 


19-1 

Subscriptions Income 

310 

10,000 

00 

10— 

Cash . . 


100,000 

00 

19— 

Subscriptions Income 

720 

20,000 

00 






19— 

Subscriptions Income 

340 

20,000 

00 






19— 

Subscriptions Income 

763 

20,000 

00 






19— 

Subscriptions Income 

374 

20,000 

00 






19-6 

Subscriptions Income 

3S8 

10,000 

00 









100,000 

00 




100,000 

M 


Fig. 69 


In order to show the application of the principles explained in 
this chapter, there is given in Fig. 70 a trial balance of balances 
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taken from the ledger of James Morrison as at December 31, 19-7. 

James Morrison 
Trial 'Balance 

Year Ended December 31, 19-7 , 


Cash in Bank 650.00 

Cash on Hand 50.00 

Inventory, Jan. 1, 19-7 67,000.00 

Accounts Receivable d1, 600.00 

Holes Receivable 200.00 

Land 4,000.00 

Buildings 75,000.00 

Furniture and Fixtures 5,000.00 

Delivery Equipment 2,000.00 

Reserve Jot Depreciation on Buildings 8,500.00 

Reserve Jor Depreciation on Furniture and Fixtures 1,000.00 

Reserve Jor Depreciation on Delivery Equipment 600,00 

Investments 2,400.00 

Prepaid Insurance, 600.00 

Accounts Payable 73,000,00 

Holes Payable 800.00 

Mortgage on Buildings 10,000,00 

James Morrison, Het Worth 754,665,00 

Purchases 400,000.00 

Sales 450,000.00 

Returned Sales 1,200.00 

Returned Purchases 400.00 

Salaries. . 12,000.00 

Wages 25,000.00 

Interest Expense 500.00 

Advertising 200. 00 

Heat and Light 370.00 

Supplies 175.00 

Commissions 900.00 

Repairs 120.00 


638,965.00 638,965.00 

Fig. 70 

This ti'ial balance contains certain mixed accounts, as well as 
accounts which are strictly assets, liabilities, expenses, and revenues, 
The accounts which require attention in order to make the neces- 
sary adjusting entries are as follows: (1) Inventory, (2) Accounts Re- 
ceivable, (3) Buildings, (4) Furniture and Fixtures, (5) Delivery 
Equipment, (6) Prepaid Insurance, (7) Mortgage on Buildings, (8) 
Purchases, (9) Wages, (10) Interest Expense, (11) Supplies. 

1. The adjusting entry for inventory as at December 31, 19-7, 
is as follows: 
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Purchases 67,000.00 

Inventory Jan. 1, 19-7 67,000.00 

To close to Purchases account. 

2 . It is estimated that 1 per cent of accounts receivable arc 
uncollectible; therefore the entry on December 31, 19-7, to set up 
a reserve for bad debts is as follows: 

Bad Debts Expense . 416.00 

Reserve Jor Bad Debts 416.00 

To set up Reserve for Bad Debts account of 1 per cent of accounts 
receivable as at December 31^ 10-1. 

3. It is estimated that the depreciation rate on buildings is 8 per 
cent yearly. Eight per cent of $75,000.00 is $6,000.00; therefore 
the adjusting entry is: 

Depreciation Expense 6,000.00 

Reserve Depreciation on Building 6,000.00 

To set up reserve for depreciation at the rate of R per cent per 
annum. 

4. The depreciation rate on furniture and fixtures is 10 per cent 
per year; therefore the adjusting entry for depreciation is: 

Depreciation Expense 500,00 

Reserve Depreciation on Eurnilure and Fixtures 500.00 

To set up reserve on basis of 10 per cent depredation rate, 

5. It is estimated that the annual depreciation rate on delivery 
equipment is 25 per cent; therefore the adjusting entry is: 

Depreciation Expense 500.00 , 

Reserve Depreciation an Delivery Equipment . 500,00 

For depreciation allowance at rate of 25 per cent per year. 

6. Of the prepaid insurance, one-third or $200.00 represents 
insurance expense for the current year. The adjusting entry is: 

Insurance Expense 200,00 

Prepaid Insurance 200.00 

To adjust for exjiired insurance as at December 31, 19-7. 

7. The mortgage bears interest at 7 per cent and this interest 
being payable September 1 and March 1, the interest accrued on 
the mortgage, as at December 31, is $233.33. The adjusting entry is; 

Interest Expense 233.33 

Interest Accrued 233.33 

For interest accrued on mortgage at 7 per cent as at Dec. 31, 19-7, 
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8. It is necessary to adjust the Purchases account for both open- 
ing inventory and closing inventory. The adjustment for the open- 
ing inventory is shown in (1) above. The inventory, as at December 
31, 19 — , is $73,000.00. The adjusting entry is: 

Inventory Dec. 31 ^ 19—7 73^000.00 

Purchases 73,000.00 

To credit closing inventory to Purchases account and to debit the 
Inventory account. 


9. On December 31 there is wages accrued but unpaid of 
$790.00. The adjusting entry is: 

\Vages 790.00 

Wages Accrued 790.00 

For wages accrued as at Dec, 31. 

10. This account has been adjusted in adjustment number 7, 
above. 

11. Of the total of $175.00, there remains on hand $100.00; 
therefore the adjusting entry is: 

Supplies Expense 75.00 

Supplies 75.00 

To carry amount consumed to expense. 


Morrison estimates that his taxes for the year will amount to 
$115.00. There is no account for taxes in the trial balance. The 
adjusting entry is: 

Taxes Expense 115.00 

Taxes Accrued 115.00 

For estimate of taxes for year 19-7. 


There follows, in Fig. 71, the trial balance of James Morrison for 
the year ended December 31, 19-7, after the accounts have been 
adjusted by posting all of the adjusting entries shown above. This 
trial balance contains no mixed accounts. All mixed accounts have 
been adjusted. This trial balance is simply a trial balance of the 
ledger after the adjusting entries have been made in the journal 
and posted to the ledger. The use to which this trial balance can 
be put will be explained in the following chapter, which also takes 
up the subject of the post-closing trial balance. 
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James Morrison 
Trial Balance 


Year Ended December 31, 19-7 


Cash in Bank 

Cash on Hand 

Accounts Receivable 

}ioles Receivable 

Land 

Buildings 

Furniture and Fixtures 

Delimy Eejuipment 

Reserve for Depreciation on Buildings 

Reserve for Depreciation an Fmnilme and Fixtures 

Reserve for Depreciation on Deliveiy Equipment . . , 

Irmeslinenis 

Prepaid Insurance 

Accounts Pliable 

Holes Payable 

Mortgage on Building 

James Morrison, Het Worth 

Purchases {Cost of Goods Sold) 

Sales 

Returned Sales 

Returned Purchases 

Salaries 

Wages 

iMerest Expense 

Advertising 

Heal and Light 

Supplies 

Commissions . . ■ 

Repairs 

Bad Debts Expense 

Reserve for Bad Debts 

Depreciation Expense —Buildings 

Depreciation Expense — Furniture and Fixtures. . . , 

Depreciation Expense — Delivery Equipment 

Depreciation Expense — Insurance 

Interest Accrued 

Inventory, Dec. 37, 19-7 

Wages Accrued 

Supplies Expense 

Taxes Expense 

Taxes Accrued 


650.00 


50.00 


41,600.00 


-moo 


4,000.00 

75,000.00 


5.000. 00 

2.000. 00 

< 

f 6,000.00 

[ 8,500.00 

f 1,000.00 

1 

1 

[ 500.00 

\ m.oo 

500.00 

2,400.00 


600.00 

200.00 

13,000.00 


800.00 


10,000.00 

154,005.00 

' 67,000.00 
1^400,000.00 

73,000.00 

450,000.00 

1,200.00 

400.00 

12,000.00 
' 790.00 

25,000.00 


’ 2.33.33 

500.00 

200.00 
m.oo 

175.00 

900.00 

75.00 

120.00 

416.00 

416.00 

6,000.00 


500.00 

500.00 

200.00 

233.33 

73,000.00 

790.00 

75.00 

115.00 

11.5.00 

720,794.33 

720,794.33 


Fig. 71 
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Journal Entries Classified. Journal entries may be classified 
into the following four divisions: (1) routine, (2) adjusting, (3) 
closing, (4) post-closing. 

7. Routine Journal Entries. Routine journal entries are those made 
to reflect transactions. Many illustrations of these have already been 
given. They occur throughout the accounting period. The number 
of these entries may, be small or large depending upon the character 
of the business and the character of the system of accounts in use. 
An example of a routine journal entry would be that in which goods 
are purchased on account from Thomas Smith and would be made 
as follows: 

Purchases 

Thomas Smith 

For purchase oj goods on account. 

2. Adjusting Journal Entries. Adjusting journal entries are those 
made usually, but not always, at the end of the accounting period 
for the purpose of separating the real and nominal elements in an 
account or for the purpose of bringing upon the books accrued 
expenses or incomes, etc. 

In the foregoing paragraph the word real refers to the asset or 
liability element of the account. The word nominal refers to the 
expense or income element of a mixed account. After all the mixed 
accounts have been separated into their real and nominal elements, 
it may be said that all the accounts are then either real or nominal. 

Many illustrations of adjusting entries are given in Chapter 6. 
It may be said that adjusting entries bring the books into agreement 
with the facts. Their importance cannot be overemphasized; and 
the student who has mastered the subject of adjusting entries has 
done much to achieve an understanding of accounting principles. 

106 
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10000 
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An example of an adjusting entry would be one required to bring 
the amount of the year’s estimated taxes upon the books on 
December 31. The following illustration is given. 


December 3! 


Taxes Expense 

160.00 


Accrued Taxes 


16000 

To bring upon boots estimated taxes for 19 — 




In the journal, adjusting entries should follow immediately after 
thfe routine entries. They should not be placed m a separate division 
of the journal. Sometimes an adjusting entry may be required at a 
date other than the closing date. In this case it should be brought 
in immediately following the preceding routine journal entry and 
may in turn be followed immediately by routine journal entries. 

3. Closing Entries. Closing entries are made at the end of the 
accounting period after all necessary adjusting entries have been 
entered and posted. The purpose of closing entries is to carry to the 
Profit and Loss account all accounts showing income or expense; in 
other words, all nominal accounts. Closing entries should follow 
immediately after adjusting entries in the journal. These closing 
entries will be explained in this chapter. 

4. Post-dosing Entries. The post-closing entries are sometimes 
required to reverse adjusting entries. An illustration of a post-closing 
entry was given in connection with the discussion of accrued 
income, page 96. 

Closing Entries. It is necessary to refer to the adjusted trial 
balance of James Morrison which is shown on page 105. The 
accounts in this trial balance, to and including James Morrison, 
Net Worth account, arc all real. The accounts beginning with 
Purchases (Cost of Goods Sold) arc all nominal, with the exception 
of the Reserve for Bad Debts account, Interest Accrued account, 
Inventory December 31, 19-7, account, Wages Accrued account, 
and Taxes Accrued account. At this point it is necessary to open in 
the ledger what is known as the Profit and Loss account. The Profit 
and Loss account is opened to serve as a clearing account for all 
expenses and all revenues. The purpose of the closing entries is to 
transfer the balances of all nominal items, that is, items of income 
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and expense, to the Profit and Loss account. Two methods of 
making the closing entry are as follows: 

1. First Method. Under the first method each nominal account 
balance is closed out to the Profit and Loss account by making a 
separate debit or a separate credit to the Profit and Loss account. 
The closing entries under this method for James Morrison, as at 
December 31, 19-7, are as follows: 


December 31 

Profit and Loss 

Purchases {Cost of Goods Sold) 

To close. 

Sales 

Profit and Loss 

To close. 

Profit and Loss 

Returned Sales 

To close. 

Returned Purchases {Cost of Goods Sold) 

Profit and Loss 

To close. 

Profit and Loss 

Salaries 

To close. 

Profit and Loss 

Wages 

To close. 

Profit and Loss 

Interest Expense 

To close. 

Profit and Loss 

Advertising 

To close. 

Profit and Loss 

Heat and Light 

To close. 

Profit and Loss 

Commissions 

To close. 

Profit and Loss 

Repairs 

To close. 

Profit and Loss 

Bad Debts Expense 

To close. 

Profit and Loss 

Depreciation Expense — Buildings 

To close. 


394,000.00 

394,000.00 

450,000.00 

450,000.00 

1,200.00 

1,200.00 

400.00 

400.00 

12,000.00 

12,000.00 

25,790.00 

25,790.00 

733..33 

733.33 

200.00 

200.00 

370.00 

370.00 

900.00 

900.00 

120.00 

120.00 

416.00 

416.00 

6,000.00 

6,000.00 
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Profit and toss 500.00 

Depreciation Expense — Fuiniiure and h'ixiuies 500.00 

To close. 

Profit and Lo^s 5(X).00 

Depiecialion Expense — Deliveiy Equipment 500.00 

To close. 

Profit and Loss. . . 2(X).00 

Depreciation Expense — Insurance 200.00 

To close. 

Profit and Loss 75.00 

Supplies Expense 75.00 

To close. 

Profit and Loss 115.00 

Taxes Expense 115.00 

To close. 


When these journal entries are posted, all nominal accounts, that 
is, all income and expense accounis, will be closed and the Profit and 
Loss account will appear as shown in Fig. 72. 


Profit and Loss 


19-7 


Dec 

31 

Purchases 

770 

394,000 

00 



Relumed Sales 

J/0 

1,200 

00 



Salaries 

JtO 

12,000 

00 



f'i'ages 

J10 

25,790 

00 



Interest Expense . . . 

‘J10 

733 

33 



Advertising 

J10 

200 

00 



Heat and Light . . 

310 

370 

00 



Commissions 

~ji() 

900 

00 



Repairs 

,7/0 

120 

00 



Bad Debt Expense. . 

J10 

410 

00 



Depreciation Expense 






— Buildings .... 

:no 

6,000 

00 



Depreciation Expense 






— Furniture and 






Fixtuies 

J10 

500 

00 



Depreciation Expense 






— Delivery Equips 






meat 

JIO 

500 

00 



Depreciation Expense, 






— Insurance 

JIO 

200 

00 



Supplies Expense . . . 

JIO 

75 

00 



I ax P.ixpense 

JIO 

115 

00 



J. Morrison, Net 






Worth 

JIO 

7,280 

67 





450,400 

00 


19-7 


Dec. 

31 

\ 


JIO 

JIO 

450,000 

400 

00 

00 

Relumed Purchases . 





450,400 

00 


Fig. 72 
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The net profit for the year is shown to be |7,280.67. This is the 
excess of the credit items in the Profit and Loss account over the 
debit items, the last debit item being 111 5.00. A final closing entry 
is required to carry this profit of $7,280.67 to J. Morrison, Net 
Worth account. This entry is as follows: 

Profit and Loss 7^280.67 

J. Morrison^ Net Worth. 7,280.67 

To close. 

After the foregoing entry is posted, the Profit and Loss account 
should be ruled up as shown in Fig, 72. 

2. Second Method. Under the second method the entries in which 
the Profit and Loss account is debited are combined into a single 
compound entry; likewise, the entries in which the Profit and Loss 
account is credited are combined into a single entry. Under this 
method the closing entries for James Morrison, as at December 31, 
19-7, are as follows: 

Dtcember 31 


Profit and Loss 

Purchases (C.G.S.) , 

Relumed Sales 


443,110.33 

394,000.00 

1,200.00 

12,000.00 

25,790.00 

Wages 



Interest Expense 



733.33 

Advertising 



200.00 

Heal and Light 



370.00 

Commissions 



900.00 

Repairs 



120.00 

Bad Debt Expense 



416.00 

Depreciation Expense — Buddings 



6,000.00 

Depreciation Expense — Furniture and Fixtures 



500.00 

Depreciation Expense — Delioery Equipment 



500.00 

Depreciation Expense — Insurance 



200.00 

Supplies Expense 



75.00 

Tax Expense 



115.00 

To close. 



450,000.00 


Returned Purchases. 


400.00 


Profit and Loss 



450,400.00 

To close. 

Profit and Loss 

i . » . « 

7,280.67 


J. Morrison, Net Worth 



7,280.67 


After the closing entries are made by either method and posted, 
another trial balance known as the post-closing trial balance should 
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be taken for James Morrison; this post-closing trial balance, as at 
December 31, 19-7, is as shown in Fig. 73. 


James Morrison 
Post-Closing Trial Balance 

as at December 31, 19-7 


Cash in Bank 650.00 

Cash on Hand ■ 50.00 

Accounts Receivable 41,600.00 

J/otes Receivable 200.00 

Land 4,000.00 

Buildings 75,000.00 

Furniture and Fixtures 5,000.00 

Delivery Equipment 2,000.00 

Reserve for Depreciation on Buildings 14,500.00 

Reserve Jor Depreciation on Furniture and Fixtures 1,500.00 

Reserve for Depreciation on Delivery Equipment 1,100.00 

Investments 2,400.00 

Prepaid Insurance 600.00 200.00 

Accounts Payable 13,000.00 

Notes Payable 800.00 

Mortgage on Building 10,000.00 

James Morrison, Net Worth 161,945.67 

Supplies 100.00 

Reserve for Bad Debts 416,00 

Interest Accrued 233.33 

Inventory, Dec. 31, 19~7 73,000.00 

Wages Accrued 790.00 

Taxes Accrued 115.00 


204,600.00 204,600.00 


The post-closing trial balance contains only real accounts, that 
is, asset accounts, liability accounts, and net worth accounts. The 
revenue and expense accounts were all closed out to Profit and Loss 
account and the balance of the Profit and Loss account was carried 
to J. Morrison, Net Worth account by means of the last closing 
entry. The post-closing trial balance is simply a list of the ledger 
accounts of James Morrison which still have balances. The purpose 
of the post-closing trial balance is twofold, as follows: (1) to prove 
the accuracy of the ledger; (2) to provide data for the preparation 
of the balance sheet. See Fig. 75. 

The data for the preparation of the profit and loss statement is 
secured chiefly from the Profit and Loss account, but it is necessary 
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to refer to the primary trial balance of Morrison to ascertain the 
amounts of the opening and closing inventories, respectively. The 
statement of profit and loss for Morrison for the year ended 
December 31, 19-7, is shown in Fig. 76. 

The Working Paper. The purpose of the working paper is to 
show the preliminary trial balance, adjustments thereof, the ad- 
justed trial balance (sometimes omitted) the Profit and Loss ac- 
count and the post-closing trial balance (sometimes called balance 
sheet). Given the preliminary trial balance, it is possible to reflect 
on the working paper all facts relative to adjusting and closing 
entries before making these entries in the books of account. The 
advantage of this procedure is obvious. It makes it possible to check 
the accuracy of the entire process of adjusting and closing before 
entering the adjusting and closing entries on the books. Fig. 74 
shows the working paper for James Morrison for the year ended 
December 31, 19-7. In the first two columns are shown the adjust- 
ments, which are identical with the adjusting entries already ex- 
plained in Chapter 6. In the next two columns is shown the adjusted 
trial balance. In practice, the adjusted trial balance frequently is 
omitted, but at this point it seems desirable to show it on the work- 
ing paper. It contains no mixed accounts. After the necessary 
adjustments are made in a trial balance, all accounts are then either 
real or nominal. 

The next step is to transfer all nominal items in the adjusted trial 
balance to the profit and loss columns and all real items to the 
balance sheet columns of the working paper. The items found in the 
profit and loss columns of the working paper may be compared 
profitably with the items shown in the Profit and Loss account. 
Fig. 72. Note that the balance representing the net profit of 
$7,280.67 is placed at the foot of the debit profit and loss column. 
This is equivalent to the last closing entry, shown on page 1 1 0. In the 
balance sheet the net profit of $7,280.67 should be regarded as an 
addition to James Morrison, Net Worth account, although for con- 
venience it is shown as the last item in the credit balance sheet 
column. Many accountants in practice prefer to carry out the entire 
adjusting and closing process on the working paper before making any 
adjusting and closing entries in the journal. In so doing they reverse 
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the procedure followed in this and preceding chapters, in which the 
explanation of the working paper has been made to follow the 
explanation of the adjusting and closing process. This has been done 
here for purposes of clearness, but after the student has familiarized 
himself with the working paper procedure, he will find it a most 
useful method of preparing to close the books. 



Chapter 8 


CONSTRUCTION AND 
INTERPRETATION OF STATEMENTS 


Purpose of Accounting Statements. The work of keeping rec- 
ords of transactions is of little use unless at regular intervals the 
results can be summarized and interpreted for the benefit of all 
interested parties. Fortunately, much attention has been given to 
the problem of summarization and analysis in recent years, so that 
there now exists a scientific procedure relative to the classification 
of assets, liabilities, and net worth and, which is of equal importance, 
the classification of revenues and expenses. The scientific collection 
of income and expense data in accordance with detailed classifica- 
tions of accounts is the distinguishing characteristic of the double 
entry system. Under single entry systems of bookkeeping, the 
information recorded is incomplete, particularly with reference to 
expense classifications. Under single entry methods, fairly adequate 
balance sheets are constructed, but no satisfactory information is 
found relative to why and how net worth increased or decreased 
during a given accounting period. Under double entry methods, 
information relative to expenses may be secured in as great detail as 
the size and character of the business warrant. It is particularly 
gratifying, therefore, to realize that under the methods explained in 
this book it is possible to secure not only adequate balance sheets 
setting forth the financial condition of an enterprise at the end of 
each accounting period, but it also is possible to secure adequate 
profit and loss statements explaining in detail the increase or de- 
crease occurring in net worth during the accounting period, and 
known as either the profit or the loss for the accounting period. 

The purposes for which accounting statements, that is, the 
balance sheet and profit and loss statement, may be used are 
many, but for this study they will be limited to three, viz.: (1) to 
aid management, (2) to aid investors, (3) to secure credit at banks. 
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1. Management. Management is the science of control in a given 
enterprise. Formerly, managers operated largely by rule-of-thumb 
methods, supplemented by what is known as intuition. It will be 
granted that such intangible factors as judgment, character, and 
personality will be needed always in management; nevertheless, this 
truth being granted, management must, in addition, be based on 
accurate information relative to all important aspects of a business. 
As competition grows keener and the margins of profit diminish, 
managers, of necessity, are required to base their policies on 
analyses of accounting data. The accountant must continue to be a 
right-hand man to the manager. Good intentions arc likely to end 
in disaster, unless there is always sufficient data of facts to enable 
management to correct undesirable trends. 

The manager must have up-to-date information. This can be 
supplied to him only when the accounts are so complete as to enable 
the accounting department to supply to the manager promptly the 
required information. 

One of the important functions of management is to spot un- 
profitable activities. This usually can be done only by the proper 
departmentalization of an enterprise. This is at least a partial ex- 
planation of the department store. Each department is accounted 
for as if it were a separate undertaking. In this way it is possible to 
eliminate those portions of an enterprise which cannot be made to 
operate at a profit. 

The word cost is of great significance in management. To the 
purchaser of an article, cost may be simply the price paid; but in all 
lines of manufacture, as well as in other fields of commercial activity, 
the determination of cost, as applied to output produced and 
services rendered, may be a highly complicated problem. Manu- 
facturers must, however, know cost to sell intelligently and to 
formulate policies relative to the introduction of new articles of 
output and the elimination of others. 

The relationship of accounting to management may well occupy 
the attention of the studcirt of modern business methods. The manu- 
facturer who is not supplied promptly with statements and analyses 
of statements lacks the information necessary for the intelligent 
control of his business. 
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2. Investment. To a great extent, capital used in modern business 
is provided by people who take no direct interest in management. 
The modern corporation sells stocks and bonds to thousands of 
investors, who intrust their wealth to the men who control the 
policies of the corporation. It is a kind of absentee ownership. It is 
not unnatural, therefore, that investors, many of whom never see 
the plant and equipment of the enterprise in which they invest, 
should demand that they be presented at frequent intervals with 
informative statements setting forth the progress and condition of 
the enterprise in which they have invested their money. The in- 
vestor may not be a financial expert, but he usually has a sufficient 
understanding of financial statements to enable him to read them 
with profit. If he cannot do this, he depends upon a business analyst 
to clarify statements for him. In any event, modern investors are 
fully justified in refusing to purchase the securities of corporations 
which refuse to supply promptly the necessary statements. 

There are today many investment services which perform the 
work of analysis and interpretation for their customei's. These 
services can analyze and explain only such statements as are sub- 
mitted to them. As a rule, it is advantageous for a corporation to 
submit to analysts, investors, and stock exchanges full information 
relative to its operations and financial condition. The requirements 
of such agencies as the Securities and Exchange Commission and 
the New York Stock Exchange render it necessary for modern cor- 
porations to prepare statements which meet the demands of these 
agencies. 

It may be expected that government, particularly the federal 
government, will continue to interest itself in ways of affording pro- 
tection to investors. Moreover, state blue-sky laws will continue to 
exercise control over the intrastate sale of securities. These consider- 
ations show clearly the importance of following correct accounting 
procedure in order to meet the demands of governmental as well as 
private agencies. 

3. Bank Credit. Not only do corporations secure capital by selling 
stocks and bonds, but they frequently seek help at banks. The credit 
granted by banks to corporations is usually short-term credit, in- 
tended to carry the business over seasonal periods. Individuals and 
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partnerships, as well as corporations, seek this kind of credit at 
banks. An illustration of the credit granted by the usual type of 
commercial bank would be the loaning of money in November to a 
department store to enable it to make purchases for the holiday 
season. It would be expected that the loan would be repaid at about 
the close of the holiday season when the merchandise purchased by 
the aid of the bank’s loan would be liquidated and cash made avail- 
able. At this point, it may be noted that there is a tendency at the 
present time toward the extension of the term of bank credit making 
it possible for banks to give long-term aid. 

In any event, banks are particular to request from those seeking 
credit statements indicative of financial condition and ability to 
repay loans. Because of the character of bank credit, bankers give 
particular attention to what may be termed the working capital 
position of the enterprise. Woiking capital is simply the excess ol 
current assets over current liabilities, and the working capital ratio is 
the ratio of current assets to current liabilities. Assuming that a con- 
cern’s current assets are 35300,000.00 in amount and current lia- 
bilities 1100,000.00 in amount, the working capital is $200,000.00 
and the working capital ratio is 3-1. These are the considerations 
which bankers keep in mind when considering the extension of 
credit. They are less interested in $xed assets and usually discount 
intangible assets, such as goodwill, 100 per cent. 

The importance of maintaining at banks a satisfactory standing 
cannot be overemphasized. Correct accounts, together with the 
statements which it is possible to derive therefrom, go a long way 
toward the maintenance of good standing at banks. 

Sources of Data for Statements. The statements issued by en- 
terprises are derived from various sources and accompanied by 
explanations of various kinds. Typical of the.se statements are those 
found in annual reports of corporations and, sometimes, in quarterly 
reports. In case of small enterprises having inadequate accounting 
records, memoranda may serve as an important source of informa- 
tion. In case of large enterprises having adequate systems of ac- 
counts, memoranda may nevertheless perform an important func- 
tion; since under this title may be included all classes of information 
in written form, not a part of the double entry system of accounts. 
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Memoranda should be preserved as long as they serve a useful 
purpose. Adequate filing systems make it possible to locate all 
material of a miscellaneous character. 

Where properly kept systems of accounts are found, it frequently 
is necessary to determine the authority for entries made on the 
accounting records, as, for example, the authority for a dividend or 
the authority for the purchase of a building, or the authority for the 
payment of certain salaries. Where journal entries are made, refer- 
ence should occur in the explanation to the journal entries, in- 
dicating where the necessary supplementary documents may be 
found. 

Where single entry records are kept, the information available 
for the preparation of statements is not usually complete, especially 
information required for the preparation of a profit and loss state- 
ment. This is because, in single entry, accounts for expenses and 
revenues may not be kept. The information required for the prepa- 
ration of a balance sheet is usually more complete, but even it may 
be inadequate. Under these conditions it is necessary to use what- 
ever additional data it is possible to secure from other sources than 
the accounting records. 

Working Paper as Source of Data. Where accounts are kept by 
the double entry method and ,,3 satisfactory classification of ac- 
counts exists, the working paper affords all of the data necessary for 
the preparation of both the balance sheet and the profit and loss 
statement. In Fig. 75 is shown the balance sheet of James Morrison, 
as at December 31, 19-7, and in Fig. 76 is the statement of profit 
and loss for James Morrison for the year ended December 31, 19-7. 

The balance sheet (Fig. 75) and the profit and loss statement 
(Fig. 76) of James Morrison are constructed from data which is 
found in the working paper (Fig. 74). The balance sheet data is 
found in the balance sheet columns of the working paper. All of the 
data required for the profit and lo.ss statement is found in the profit 
and loss columns of the working paper, except that in order to show 
how cost of goods sold is determined, it is necessary to refer to the 
opening and closing inventories which appear in the preliminary 
trial balance and the adjusted trial balance, respectively. 

The student will profit by setting up these statements and bring- 
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James Morrison 
Profit and Loss Statement 

Year Ended December 31, 19-7 


Sales 

Less Returns 

Net Sales 

Less Cost of Goads Sold: 

Inventory^ January 7, 19 — 
Purchases {L!et) 


Inventory^ December 31, 19 — 

Gross Profit 

Deduct Operating Expenses: 

Selling: 

Depreciation — Dehveiy Equipment . , . 500.00 

Advertising 200.00 

Wages 25,790.00 

Commissions 900.00 


Administrative: 

Salaries 12,000.00 

Heat and Light 370.00 

Repairs, 120.00 

Bad Debts 416,00 

Depreciation 6,500,00 

Insurance 200.00 

Taxes 115.00 

Supplies 75.00 


Financial: 

Interest. , 
Net Profit for Tear. 


Fig. 76 


67.000. 00 

399.600.00 

466.600.00 

73.000. 00 


27,390.00 


19,796.00 

733.33 


450,000.00 
1 , 200 . 
448,800. 


393,600.00 

55,200.00 


47,919.33 

7,280.67 


ing in the names of accounts and the amounts, securing them from 
the working paper. He will thus obtain a better knowledge of the 
uses to which working paper data can be put. 

Comments on Balance Sheet. The balance sheet of James 
Morrison (Fig. 75) is in account form and follows the customary 
procedure of showing current assets and current liabilities first. The 
purpose of the classification of assets into current, fixed, invest- 
ments, and deferred is to enable the reader of the balance sheet to 
secure an understanding of the way in which the total funds of the 
business are being used. The purpose of the classification on the 
liability side of the balance sheet into current, fixed, and net worth 


SIS 



Statements 


123 


is to indicate the manner in which the business is owned, or, in other 
words, to show what are known as the equities, or interests in the 
business. 

In attempting to interpret a balance sheet, the reader is natu- 
rally guided by the purpose which he has in view. A banker con- 
templating the granting of short-term credit to Morrison will be 
interested primarily in the working capital position. In other words, 
his chief interest is in the current assets and current liabilities. 
Morrison’s balance sheet shows an unusually good working capital 
position, the current assets being more than seven times the current 
liabilities. The working capital ratio is approximately 7-1, and the 
working capital is SI 00, 245. 67. It may be asked how it is possible for 
Morrison to achieve this splendid working capital position. This is 
possible because Morrison himself provides most of the funds for the 
business, his capital being nearly $162,000.00. In case of less favor- 
ably placed enterprises, it would be impossible to carry as much in 
the form of inventories, and it would be necessary to show a greater 
amount of current liabilities. Morrison’s cash position appears to be 
weak, since he has a total of only 1700.00 in cash. It would appear, 
however, that he should be able to borrow from banks in the event 
of a shortage in cash. 

One of the most important problems in management is to pro- 
duce in the balance sheet what may be termed satisfactory ratios. 
If, for example, an excessive amount is invested in inventories of 
merchandise, there results the needless tying up of funds. The same 
may be said of accounts receivable which require the continuous 
observation of the credit department if they are to be kept in 
strictly liquid condition. 

As has been said, the test of current assets is that they be in the 
form of cash or that they be items which in the natural course of 
business will be converted into cash. The student may apply this 
test to the current asset items in Morrison’s balance sheet. The only 
item about which a question may be raised is supplies. Although it 
is true that supplies will not be sold directly for cash or on account, 
nevertheless, they will be charged to customers, probably entirely 
within the next year, and will be converted into cash as collections 
are made on sales. 
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The student also may apply the test of Current Liabilities, 
namely, that they are to be paid within one year. It seems reason- 
able to assume that this is true of all items shown in the current lia- 
bilities division of the balance sheet. 

The test of Fixed Assets is that they are to be used in the business 
and are not to be sold. This is obviously true of all items shown as 
fixed assets. If the land were not being entirely used in the business, 
it should have been subdivided into land used and land not used 
and the value of the unused land shown under investments. It is 
reasonable to assume, therefore, that all the land is being used in 
operations. 

The test of Investments is that they represent capital not being 
used in operations. Investments may take such forms as stocks, 
bonds, or land not currently used in operations. If the investment 
item is important, a classification thereof should appear in the 
balance sheet. Since ^2,400.00 represents but a small fraction of the 
entire capital used, showing it as a single item is not subject to 
criticism. 

The test of Deferred Assets is that they represent expenses appli- 
cable to the future. This is obviously true of prepaid insurance. 

The only fixed liability is the mortgage of $10,000.00 which does 
not mature within the coming year. Were its maturity date close 
at hand, say, eight or ten months hence, it would probably be 
transferred to the current liabilities division. This would not be true, 
however, in case arrangements for its renewal had been made. 

The net worth section of the balance sheet indicates the amount 
of Morrison’s equity, or real ownership in the business. Legally 
speaking, Morrison is the owner of the business, but equitably 
speaking, his interest is considerably less than 100 per cent, because 
of the equities represented by the current liabilities and by the 
mortgage. Although the net worth is shown on what is known as the 
liability side of the balance sheet, it is not, strictly speaking, a lia- 
bility. Of course the business may be looked upon as responsible to 
Morrison for the amount of the net worth, but this is an obligation 
which has no maturity date, as do mortgages and current liabilities. 
The student now should be in a position to appreciate the statement 
that a balance sheet is an equation in which the assets equal the 
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liabilities plus the net worth. This may be stated mathematieally as 
follows. Assets = Liabilities +Net Worth 

Comments on Profit and Loss Statement. The profit and loss 
statement for James Morrison is shown in Fig. 76. It is in statement 
form and follows recognized standards in the construction of such 
statements. The sales of $450,000.00 is the gross revenue figure from 
which is deducted the returned sales of $1,200.00, leaving a net sales 
figure of $448,800.00. This is the gross revenue or income of the 
business. Against this figure for gross revenue must be offset all 
expenses for the business, including the cost of goods sold. In this 
instance, the cost of goods sold is found to be $393,600.00. The 
method of determining cost of goods sold has been explained, but 
it may be reviewed at this point. To the opening inventory of 
$67,000.00 is added purchases (net) of $339,600.00, making a total 
of $446,600.00 to account for. Of this amount, $73,000.00 remains 
on hand in the closing inventory, December 31. This leaves, as the 
cost of goods sold, $393,600.00. This is one of the expenses of doing 
business and when deducted from the net sales figure of $448,800.00 
it leaves a gross profit of $55,200.00. 

Gross profit is an item requiring some consideration. It does not 
represent increase in net wordi. It is simply the excess of net sales 
over cost of goods sold. It is what is left, therefore, to defray remain- 
ing expenses. Obviously, no business can limit its expenses to cost of 
goods sold. Salaries must be paid, depreciation must be allowed, 
and many other items of expense must be covered. 

Operating expenses are classified in various ways in profit and 
loss statements. The classification into selling, administrative, and 
financial, shown in Morrison’s profit and loss statement, may be 
regarded as fairly typical of good procedure. The subdivisions under 
selling expense, administrative expense, and financial expense are 
not, however, intended to be more than simply illustrative. The 
detailed items of selling, administrative, and financial expense must 
reflect the character of the business in question. If salaries are paid 
to promote sales, they should be shown in the selling expense divi- 
sion of the profit and loss statement. If some depreciation other than 
depreciation on delivery equipment is incurred in connection with 
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selling, it should be shown as a selling expense. The student must 
look upon the classification of expenses in Morrison’s profit and loss 
statement as merely tentative and to be modified or expanded as 
conditions require. 

Under selling expenses should be included all items of expense 
necessitated in connection with the promotion and carrying out of 
sales. Advertising and salesmen’s commissions are typical of such 
expenses. The wages item of $25,790.00 is presumably the amount 
paid clerks in the store. 

Administrative expenses are those incurred in connection with 
management. It is obvious that some administrative expense must 
be incurred in connection with sales, but it should be shown in the 
administrative expense section of the statement. Examples of 
administrative expenses are salaries of administrative officers, such 
as the president and vice-president. Bad debts are sometimes re- 
garded as a financial expense. 

Financial expenses are those incurred in connection with the 
securing of funds. Interest is typical of such expense. Where cash 
discounts on sales are granted, they are sometimes regarded as 
financial expense and sometimes as selling expense; circumstances 
must determine. Where discounts on purchases are received, they 
are sometimes treated as financial income and sometimes regarded 
as a deduction from purchases; here again circumstances govern. 

The manner in which the details of the profit and loss statement 
are marshaled in order to give clearness, and yet show a sufficient 
amount of detail, should be noted. In Morrison’s profit and loss 
statement three columns are required for this purpose. Details are 
expressed in the first column. In the second column, the computa- 
tion of cost of goods sold is made emd the totals of selling, admin- 
istrative, and financial expense are listed. In the third column, the 
final result is achieved by deducting from the sales figure, not only 
sales returns, but cost of goods sold and the total of operating ex- 
penses. The final result is the net profit for the year, namely, 
$7,280.67. This represents Morrison’s increase in net worth as a 
result of his business enterprise. 

It may be assumed that the salaries item of $ 1 2,000.00 represents 
salaries paid to employees. If Morrison pays himself a salary, this 
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must be included in the net profit figure. For example, if Morrison 
drew a salary of $5,000.00, his net profit for the year is not $7,280.67, 
but $12,280.67. In other words, any salary which a sole proprietor 
pays to himself is a distribution of profit. 

Balance Sheets in General. At this point it is possible to gen- 
eralize somewhat in the consideration of the balance sheet. Ob- 
viously, balance sheets, like other statements, must be devised to 
fulfill certain purposes. The expression General Balance Sheet and the 
expression Special Balance Sheet may be explained. 

A general purpose balance sheet is one intended to fulfill as 
many requirements as a single balance sheet can be made to do. 
Most balance sheets found in the published reports of corporations 
arc of this kind. They are intended to be read by stockholders, 
investors, analysts, and any others interested in the financial stand- 
ing of the concern in question. It appears, however, that with the 
refinements which may be introduced in accounting procedure and 
in the work of analysis and interpretation of statements, it may 
become necessary to devise more balance sheets of the special 
purpose type. 

Perhaps the best illustration which exists today of the special 
purpose balance sheet is that which some bankers require to be pro- 
vided on their own forms and which, therefore, are intended for the 
specific purpose of enabling the banker to pass judgment on the 
ability of a concern to meet short-term obligations. The balance 
sheets required of corporations when submitting income tax returns 
to the federal government may be regarded as special purpose bal- 
ance sheets. This is true also of balance sheets prepared to fulfill the 
requirements of the New York Stock Exchange and the Securities 
and Exchange Commission. 

Sometimes a special purpose balance sheet is simply a modifica- 
tion, or a rearrangement, of a general purpose balance sheet, the 
alterations being made to meet the requirements of the agency to 
whom the balance sheet is to be submitted. Obviously, the essential 
facts set forth in a special purpose balance sheet must be the same as 
those set forth in a general purpose balance sheet, for the same 
enterprise. The change in form or arrangement is made in order to 
emphasize or render specially clear certain facts. In case of a special 
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purpose balance sheet, prepared for short-term credit purposes, 
emphasis is placed on the working capital position; hence, special 
attention is given to current assets and current liabilities, and they 
are naturally given a place of prominence on the balance sheet. It is 
possible that the current assets and the current liabilities will be 
shown in greater detail than they would be shown on a general 
purpose balance sheet. It is possible also that supplementary infor- 
mation in the form of a questionnaire may be made to shed addi- 
tional light on the working capital position. 

Balance Sheet Variations. Irrespective of whether balance 
sheets are of a general purpose or of a special purpose, it will be 
found that in practice wide variations of arrangement and construc- 
tion occur. Some of these variations are unnecessary and undesir- 
able, but others simply reflect the differences which exist in the 
different types of business and conunercial enterprises. The student 
of accounting must avoid the temptation of trying to reduce all 
balance sheets to a common form and arrangement. He must expect 
to find surprising variations from the balance sheet shown in Fig. 75 
when he begins the study of balance sheets published in the reports 
of corporations. 

In the first place, the net worth of corporations must be ex- 
pressed in the form of capital stock and surplus, whereas the net 
worth of sole proprietorships and partnerships is expressed in the 
form of proprietorship accounts. 

In the second place, the nature of business enterprises varies so 
greatly that it is only natural that balance sheets should express 
fundamental differences. 

With a view to introducing the student to some of these varia- 
tions, there will be presented the actual balance sheets and profit 
and loss statements of three well-known concerns. 

7. Pillsbury Flour Mills Company. In Figs. 77 and 78, respectively, 
are reproduced the balance sheet and profit and loss statement of 
the Pillsbury Flour Mills Company, a Delaware corporation. Below 
are quoted several paragraphs from the report of the president of 
the Pillsbury Flour Mills Company, dated July 29, 1939. 

Net profit for the year, after providing for interest, taxes, depreciation, and 
all other expenses, and after deducting extraordinary charges (net) totaling 
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1355^108.60, amounted to $1,692,317.85. This is equivalent to $3.08 on each 
share of outstanding capital stock. 

Plants and equipment have been kept at maximum efficiency, and provision 
for depreciation has been made in accordance with the established policy of the 
Company. 

Relations between management and employees have continued on a friendly 
and satisfactory basis. At May 31, 1939, the Company’s employees numbered 
3,177. 

The strong financial condition of the Company has been maintained and 
improved. Cash in banks and on hand at the end of the year exceeded the total 
current liabilities, including the amount of the sinking fund payments to be made 
within one year on the first mortgage bonds and the amount of the reserve for 
taxes on income and capital. The ratio of current assets to current liabilities was 
more than 7.5 to 1. Working capital of the Company at May 31, 1939, as rep- 
resented by the excess of the current assets over current liabilities, was approxi- 
mately $13,900,000. 

In accordance with the Company’s consistent practice in past years, inven- 
tories have been valued conservatively, and accounts receivable have been stated 
at realizable values after making ample allowance for bad debts. The system of 
internal check and control over inventories and accounts receivable that has been 
maintained by the Company for many years is believed by the management to 
be adequate protection against any substantial discrepancies, but as an additional 
precaution this year, the independent certified public accountants. Touche, 
Niven & Co,, have made physical tests of inventories by count or measurement 
and have made by direct confirmation more extensive tests than heretofore of 
accounts receivable. 

The reserve for undetermined liabilities arising from invalidation of the proc- 
essing tax was reduced during the year by $23,850.59, representing principally 
payments of additional state taxes on income. The total liability for taxes arising 
from such invalidation has not been finally determined by the government. How- 
ever, the balance in the reserve (and in the special fund) is believed to be ade- 
quate to take care of the unpaid portion, if any, of all liabilities for taxes and 
other items for which this reserve was created. 

As of October 1, 1938, all of the outstanding first mortgage twenty-year 6% 
gold bonds were called for redemption and redeemed at face amount plus a pre- 
mium of 23^% in accordance with the provisions of the indenture of mortgage 
securing said bonds. 

On October 1, 1938, the Company issued and sold at private sale at par to 
The Equitable Life Assurance Society of the United States, $6,000,000 of first 
mortgage bonds. These bonds were issued under a mortgage and deed of trust 
by Pillsbury Flour Mills Company to City Bank Farmers Trust Company and 
Stewart C. Pratt, as Trustees, dated as of September 15, 1938, which authorizes 
the issuance of $7,500,000 principal amount of bonds, covers certain of the Com- 
pany’s plants, and is conditioned upon terms and provisions deemecl by the 
management to be favorable to the Company. The new bonds that have been 
issued bear interest at the rate of 3%% per annum, payable semi-annually on 
April 1 and October 1, and mature on October 1, 1953. Moderate sinking fund 
payments are required semi-tinnually on August 15 and February 15, in varying 
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Pillsbury Flour 

Balance 

May 31, 


Assets 


Current Assets; 

Cash on demand deposit and on hand 

U.S. Treasury Bills, at cost (par $3,700,000.00, 

quoted market price $3,699,850.28) 

Trade accounts receivable 

Less reserve for bad debts 


$ 2,443,190.21 


3,700,000.00 

$ 1,808,954.71 
100,000.00 


Bill of lading drafts under collection 

Inventories: 

Wheat and other grain, at market, including ad- 
justment to market of open contracts $ 4,778,434.54 

Flour, feed, and specialties, at developed cost 

based on market prices of grain 1,444,483.13 

Sundry materials, at cost or market, whichever 

lower 135,267.54 

Sacks, supplies, etc., at cost or market, whichever 
lower 718,012.63 


Advances on grain purchases 

Miscellaneous accounts receivable $ 612,370.21 

Less reserve for bad debts 7,106.75 


1,708,954.71 

439,951.73 


7,076,197.84 

93,612.98 


605,263.46 

$16,067,170.93 

Other Current Funds — set aside pending settlement 


of undetermined liabilities, per contra: 

U.S. Treasury Bills, matured — at par $ 1,100,000.00 

Gash on demand deposit 14,042.68 


Prepaid Expenses 


1,114,042.68 

235,895.92 


Fixed Plant: 

Land, buildings, and equipment, based on appraisal 
as at August 1, 1922, with subsequent additions 
at cost, less reserve of $8,210,986.15 for depre- 
ciation 12,398,092.12 

Movable Plant — vehicles, furniture, and fixtures, at 

cost less depreciation 435,665.64 

Trade Memberships, Miscellaneous Investments, 
etc., at cost or less 102,651.42 

Hydraulic Rights 1.00 


Goodwill, Trade-Marks, Trade Names, etc 


1.00 

$30,353,520.71 


Fig. 77. Balance Sheet of the 
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Mills Company 

Sheet 

1939 


Liabilities 


Current Liabilities: 

Accounts payable and accrued liabilities: 

Trade accounts payable . . . % 468,358.89 

Accrued wages and other compensation 173,087.00 

Property t^es accrued 137,436.95 

Bond interest accrued 37,500.00 

Miscellaneous 191,222.41 


Dividend payable 

First Mortgage Bonds, 3M%. sinking fund pay- 
ments to be made within one year .... 

Reserve for taxes on income and capital 


Reserve for Undetebminkd Liabii.ities Arising 
FROM Invalidation of the Processing Tax 


Funded Debt: 

First Mortgage Bonds, 3%%, maturing October 1, 

1953, with semi-annual sinking fund requirements If 6,000,000.00 
Less sinking fund payments to be made within one 
year 400,000.00 


Reserves for Gontingencieb and Compensaiton In- 
surance 


Capital Stock and Surplus: 

Capital stock: 

Authorized, 800,000 shares of common stock, par 

value 325.00 per share 

Issued and outstanding, 549,225 shares 313,730,625.00 

Earned surplus, including balance from predecessor 
companies (whereof, according to provisions of 
First Mortgage Bonds indenture, 35,194,454.76 
not available for dividends or stock redemption), 
per accompanying statement 6,981,558.18 


$ 1,007,605,25 
219,689.60 

400.000. 00 

500.000. 00 
S 2,127,294.85 


1,114,042.68 


5,600,000.00 


800,000.00 


20,712,183.18 

$30,353,520.71 


Pillsbury Flour Mills Company 
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Pillsbury Flour Mills Company 

Condensed Profit and Loss and Earned Surplus 

Year Ended May 31, 1939 


Net sales— flour, feed, specialties, and miscellaneous merchandise. 48,928,238.27 

Cast afl goads sold and selling, general, and administrative expenses, 

exclusive of depreciation and maintenance affixed plant 44,877,717.07 

e 4,057,127.20 

Miscellaneous deductions, net — inactive plant expense, loss on dis- 
posals of fixed plant, etc., $83,076.58; less other income, 

$78,553.99 64,522.59 

3,986,598.61 

Interest and amortization of hand discount and expense: 

Interest unfunded debt .... : . 238,340.00 

Interest on other obligations 75,120.97 

Amortization of bond discount and expense 8,916.28 

260,377.25 

3.726.221.36 

Depreciation and maintenance of fixed plant 1 ,163,474.00 

2.562.747.36 

Provision for stale taxes on income and taxes on capital 735,320.97 

2,427,426.45 

Provision for federal taxes on income 370,000.00 

Net profit before extraordinary charges 2,057,426.45 

Extraordinary charges, net: 

Unamortized discount and expense, and premium paid, on First 
Mortgage Twenty-Year Six Per Cent Gold Bonds retired 

October 7,1938 241,669.04 

Fees, taxes, and other expenses on First Mortgage Bonds, 

344%, dated October 1, 1938 . . , 88,390.66 

Loss on dismantling unit affixed plant 96,066.70 

426,725.80 

Less credit due to adjustment of reserve for bad debts 61,017.20 

365,108.60 

Net profit for the year 1,692,317.85 

Earned surplus. May 31, 1938, including balance from predecessor 

companies 6,167,998.73 

7,860,316.58 

Dividends declared 878,758.40 


Earned surplus. May 31, 1939, including balance from predecessor 

companies, per balance sheet 6,981,558.18 


Fig. 78 
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amounts ranging from |100,000 to $200,000 depending in each case upon the 
amount of the Company’s net earnings for the preceding fiscal year. 

Part of the proceeds from the sale of the 3M% bonds was used to redeem 
the 6% bonds and to pay the expenses incurred in connection with the redemp- 
tion of the old bonds and the issue of the new bonds, and the remainder was 
used to increase the Company’s working capital. 

The balance sheet of the Pillsbury Flour Mills Company is in 
account form and follows the customary procedure, listing current 
items first. The current assets are more than 7.5 times the current 
liabilities which indicates an excellent working capital position. The 
cash position is also strong, since cash exceeds the entire amount of 
the current liabilities. In addition, there is an investment of 
$3,700,000.00 in U. S. Treasury Bills, which are, of course, a highly 
liquid asset. Note that a reserve for bad debts of $100,000.00 is de- 
ducted from the trade accounts receivable, while a reserve for bad 
debts of $7,106.75 is deducted from miscellaneous accounts receiv- 
able. The four items in the inventory are indicative of the nature of 
the business. The asset. Other Current Funds, equals the Reserve 
for Undetermined Liabilities on the opposite side of the balance 
sheet. These are rather unusual items which have been set up on the 
balance sheet because of liabilities arising from the invalidation of 
the processing tax. Note that the item Fixed Plant is shown net, that 
is, less the reserve for depreciation. Intangible assets arc listed at 
$1.00. The fixed liability, which takes the form of first mortgage 
bonds, is explained in some detail in the accompanying quotation 
from the report of the president. The Reserve for Contingencies and 
Compensation Insurance of $800,000.00 may or may not be a part 
of net worth. If it is merely a provision for possible maturing future 
debts, it is a net worth item, but if it represents an actual liability, it 
is not. The net worth proper is represented by 549,225 shares of 
capital stock and an earned surplus of nearly $7,000,000,00. 

The profit and loss statement of the Pillsbury Flour Mills Com- 
pany is, as its title indicates, a condensed statement. Note that cost 
of goods sold, together with selling, general, and administrative 
expenses, are shown as one item amounting to nearly $45,000,000.00. 
Financial expenses are deducted separately. Depreciation and 
maintenance of plant are shown as a separate item. Provision for 
state taxes and federal taxes is shown as two items. After deducting 
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Underwood Elliott 
(A Delaware 
and Subsidiary 

Consolidated 

December 31, 

Assets 



December 31, 

December 31, 


1937 

1936 

Current Assets: 



Cash in banks and on hand 

Notes and accounts receivable (employees 

$ 4,854,475.17 

$ 5,578,153.55 

$21,019.78), less reserves ($290,000.00) 

Inventories of raw materials, goods in process, 

5,644,860.77 

5,779,351.75 

finished products and supplies, on the basis of 
cost, or market if lower than cost 

8,979,593.35 

7,125,724.29 

Total current assets 

$19,478,929.29 

$18,483,229.59 

Prepaid Expenses 

$ 310,344.53 

$ 265,842.71 

Fixed Assets; 



Real estate, buildings, plant, machinery, tools, 



etc. (See footnotes) 

$13,560,764.57 

$12,704,532.38 

Less reserves for depreciation 

8,183,638.83 

7,898,512.16 

Total fixed assets 

$ 5,377,125.74 

$ 4,806,020.22 

Investments: 



Investments in and advances to subsidiary and 



affiliated companies not consolidated herein 
(See footnotes) 

$ 4,386,341.48 

$ 4,364,274.20 

Other investments (at cost) 

60,000.00 


Total investments 

$ 4,446,341.48 

$ 4,364,274.20 

Patents, Development, Goodwill, etc 

$ 1.00 

$ 1.00 


$29,612,742.04 

$27,919,367.72 


Consolidated statements are prepared on the principle of including all domestic 
subsidiary companies and all other subsidiaries engaged in the manufacture of the 
Company’s product. 

Investments in wholly-owned non-consolidated subsidiary companies have been 
adjusted as at November 30, 1937, the close of the fiscal year of the subsidiaries, to 
agree with their respective financial statements. Where foreign currencies are involved, 
these investments are carried at the former gold parity of the appropriate foreign ex- 
changes or at the rate prevailing at the close of the year, whichever is lower. The equity 
of the Company in such wholly-owned non-consolidated subsidiaries has been increased 
since acquisition as a result of profits not distributed by the net amount of ®1, 71 5,741 .92. 

Investments in subsidiary companies not wholly-owned are carried at cost. Where 
such investments are in a country from which the withdrawal of funds is prohibited or 

Fig. 79. Consolidated Bsdance Sheet of 
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Fisher Company 

Corporation) 

Companies 


Balance Sheet 
1937 



Liabilities 

December 31, 
1937 

December 31, 
1936 

Current Liabilities: 

Accounts payable 

Accrued wages, commissions, etc . . 

Accrued taxes 

Unredeemed merchandise coupons 


$ 400,501.05 

432,810.06 
1,247,013.67 
80,630.99 

$ 594,265.10 

474,971.83 
831,216.01 
77,034.50 

Total cuiTtint liabilities 


$ 2,160,955.77 

$ 1,977,487,44 

Deferred Liabilities 


$ 50,000.00 

$ 60,000.00 

Deferred Income 


$ 47,118.05 

$ 42,917.04 

Reserves for Contingencies and Future Ex- 
penditures, as per accompanying statement 

$ 6,068,822.07 

$ 6,167,602.38 

Capital Stock and .Surplus: 
Common stock of no par value; 

Shares 



Authorized 

. 1,000,000 



Issued 

In treasury 

763,479 

30,395 



Outstanding 

733,084 

$ 7,330,840,00 

$ 7,330,840.00 

Earned Surplus, as per accompanying state- 
ment 

13,955,006.15 

12,340,520.86 

Total capital stock and surplus 


$21,285,846.15 

.$19,071,360.86 



$29,612,742.04 

127,919,367.72 


seriously impeded on account of governmental restrictions, the Company carries ade- 
quate reserves created out of surplus, which will be available if required. 

All inter-company profils in inventories of subsidiary companies, whether consoli- 
dated or not consolidated, have been eliininaled in consolidation or provided for by 
reserves. 

The basis at which fixed assets are carried is the cost of acquisition to the individual 
companies. Fixed assets include property at vacated plant in the net amount of 
$327,705.13. No depreciation ha.s been provided since 1933 on plant and equipment 
rendered idle by the 1933 consolidation of manufacturing operations and not recon- 
verted into use, but ample reserves (included in general reserves for contingencies) 
have been set up out of earned surplus to cover any possible loss in connection with 
their maintenance and disposition. 

the Underwood Elliott Fisher Company 
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certain extraordinary charges, the net profit for the year is shown as 
$1,692,317.85. This item of net profit may be regarded as the con- 
clusion of the profit and loss statement. The balance of the state- 
ment is a summary of the earned surplus account. The surplus is 
increased by the net profit for the year and decreased by the amount 
of dividends declared. 

2. Underwood Elliott Fisher Company. In Figs. 79 and 80, respec- 
tively, are shown the balance sheet and profit and loss statement of 
the Underwood Elliott Fisher Company. Below are quoted several 
paragraphs from the report of the President, dated February 15,1938. 

Gash was $4,854,475.17 on December 31, 1937, after payment during 
1937 of common dividends aggregating $3,298,878.00, compared with cash of 
$5,578,153.55 on December 31, 1936, after payment during 1936 of dividends 
aggregating $2,143,805.07. 

Net current assets were $17,317,973.52 on December 31, 1937, compared 
with $16,505,742.15 on December 31, 1936. 

Notes and accounts receivable have been carefully analyzed, and, after de- 
ducting reserves of $290,000.00, are carried at the net figure of $5,644,860.77. 

Inventories have been valued on the basis of cost, or market if lower than 
cost, and are carried at the net figure of $8,979,593.35. ' 

Fixed assets less depreciation reserves are carried at the net figure of 
$5,377,125.74 

Your company has no funded debt or notes payable. . . . 

The balance of $13,955,006.15 in the consolidated statement of surplus is 
earned surplus. . . . 

Our program for improvement of manufacturing methods and equipment 
was continued throughout 1937. In excess of $1,000,000 was expended for capital 
assets, some of the principal items of which were: 

1. Additions to machinery and equipment at all Works for more economical 
and efficient manufacturing. 

2. A new power distributing system for the Hartford Works, including new 
substations, electrical apparatus and wiring for the economical use of 
power. 

3. Modern japanning equipment, which when completed will cost approxi- 
mately $100,000, utilizing the latest methods of finishing products in the 
various lacquer and japan finishes used today, with the most improved 
provisions for the safety of employees. 
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Underwood Elliott Fisher Company 
and Subsidiary Companies 

Consolidated Statement of Income 

For Year 19.37 


71)37 


7936 


Gross sales and services, less dis- 
counts, returns and allowances. 

Mt results of operations for year 
after deducting manufacturing, 
selling and general expenses and 
all other charges, but before de- 
duction of the charges for taxes 
and depreciation set forth below; 
including net operating results 
of wholly owned non-consoli- 
dated subsidiary companies , . . . 

Deduct provisions for: 

Federal taxes on income and 

capital 

Surtax on undistributed profits . 
Social security taxes— federal 
and state 

Depreciation 

Pfet income far year 

Earnings per share of Common 
Stock outstanding 


. 30 , 767 , 443.47 


6 , 708 , 023.30 


854 , 572.50 
65 , 000.00 

482 , 308.40 
7 , 407 , 910.90 
483 , 648.20 

1 , 885 , . 559.70 
4 , 973 , 383.29 


6.70 


27 , 312 , 796.65 


4 , 962 , 413.23 


493 , 837.70 


746 , 689.05 

640 , 526.75 

483 , 182.44 

1 , 123 , 709.19 
" 3 , 838 , 704.04 


5.06 


Dividends received from non-consoUdated subsidiaries are applied in reduction of 
the investments therein and are not included in income. Where foreign currencies are 
involved, their earnings are converted at the former gold parity of the appropriate 
foreign exchanges or at the rate prevailing at the close of the year, whichever is lower. 
Earnings of subsidiaries, the aviiilability of which is seriously curtailed by exchange 
or other restrictions, are not included. 

Gross sales exclude sales to subsidiaries included in the consolidated balance slreet 
and include sales to subsidiaries not so consolidated; but inter-company profits on 
transactions with subsidiaries, whether consolidated or not consolidated, to the extent 
unrealized through sales by the subsidiaries, have been excluded from the consolidated 
income. 

The Company maintains a policy of providing out of current income, in the dis- 
cretion of the management, reservt^ for anticipated or possible future expenses or 
adjustments. ■" 

Full depreciation at the uniform rates established in 1933 has been charged on 
active facilities (except those fully provided for in depreciation reserves). No depre- 
ciation has been charged to income on plant or equipment rendered idle by the 1933 
consolidation of manufacturing operations and not reconverted into use, 

Fig. 80 



Devoe & Raynolds Company, Inc., and Subsidiaries 
Consolidated Balance Sheet 
as at November 30, 1937 
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The balance sheet of the Underwood Elliott Fisher Company is 
in comparative form. The working capital position is very strong, 
cash on hand being much in excess of total current liabilities. The 
use of footnotes to explain the balance sheet is followed. The student 
will do well to examine these footnotes, relating them to the items in 
the balance sheet which they clarify. The Consolidated Statement 
of Income for the Year is also in comparative form and highly con- 
densed. Here again, the use of footnotes to explain the statement 
is practiced. 


Gonsolid.\ted Profit and Loss Account 
For the Year Ended November 30, 1937 


Gross Sales, less returns and allowances 


12,358,306.01 


Cost of Sales, Warehouse, Skipping, Selling and General Ex- 


penses, exclusive of maintenance, repairs and depreciation . . . 11,356,767.44 

Maintenance and Repairs 67,632.00 

Depreciation of Plant and Equipment . 128,325. 15 


Net Operating Profit. . . 

Miscellaneous Charges (net) — discounts, interest, etc. 

Net Income before Federal Taxes 

Provision for Federal Income Tax {Surtax not assessable) . 

Net Income 

Fig. 82 


11,552,724.50 

803,641.42 

118,958.26 

684.683.16 

75,000.00 

609.683.16 


3. Deme & Raynolds Company, Incorporated. In Figs. 81 and 82, 
respectively, are shown the balance sheet and profit and loss state- 
ment of the Devoe & Raynolds Company, Incorporated. In the 
balance sheet of this company, fixed assets are placed first on the 
asset side, and capital stock is placed first on the liability side. This 
arrangement is less common than that wherein current assets and 
current liabilities are placed at the top of' the balance sheet. The 
working capital position is good, but the ratio of current assets to 
current liabilities is not as favorable as in the case of the Pillsbury 
Flour Mills Company (Fig. 77) or as in the case of the Underwood 
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Elliott Fisher Company (Fig. 79). Note in particular the unusual 
treatment of earned surplus, which is placed at the bottom of the 
liability side of the balance sheet, instead of being placed immedi- 
ately below the capital stock, which is the customary procedure. 
The accountants’ report, in brief form, is placed under the balance 
sheet as shown in Fig. 81. 



Chapter 9 


SPECIAL JOURNALS AND 
CONTROLLING ACCOUNTS 


Limitations of General Journal. Thus far the only form of 
journal which has been considered is the general journal. In it all 
entries have been made, including routine transactions of all kinds 
as well as adjusting, closing, and post-closing entries. It might be 
possible in practice to enter all transactions in one journal in case of 
a small business. In practically all cases, however, it is desirable to 
use more than one journal. The reason for this is because there occur 
many transactions of a similar character, such as (a) sales on ac- 
count, {b) purchases for cash, (c) purchases on account, {d) sales for 
cash, (e) cash receipts, (/) cash disbursements. Where there are 
many transactions of essentially similar character, it becomes pos- 
sible to save a great deal of work by providing a special form of 
journal for recording them. For example, if there are many pur- 
chases during the month, it becomes a burdensome task to repeat in 
the journal the word purchases for each purchase. Similarly it may- 
become a serious task to repeat the word cash in case of cash receipts 
or the word cash in case of cash payments. 

In all such cases, a point is reached where it becomes desirable 
to operate one or more Special Journals. A special journal is one in 
which the debits or the credits, as the case may be, are all to the 
same account; thus a special journal for purchases is one in which the 
only debits made are to the Purchases account, and a special journal 
for sales is one in which all credits are made to the Sales account. 

Accounting for Sales. Sales may be made either on account or 
for cash. If a sale is made to A. B. Gray on account, terms 2/10, 
n/30, the entry therefor on a general journal is as follows; 


A. B. Gray 60.00 

Sales 60.00 


Terms 2/10^ nl30. 


142 



143 


Special Journals, Controlling Accounts 

If a sale is made for cash, the entry therefor in the general 
journal is as follows ; 


Cash 40.00 

Sales 40,00 


For cash sales. 

For every sale on account, the word sales is credited. If during a 
given month a concern makes 1,600 credit sales the word sales must 
be repeated 1,600 times if the entry for each sale is made in the 
general journal. 

It is evident that if all sales on account could be made in a book 
intended only for sales on account the necessity of repeating the 
word sales would be removed, since it would be known, upon adding 
the items in this book, that the total thereof represents only sales 
made on account. Cash sales also may be so numerous that to enter 
each cash sale in the general journal would become extremely 
burdensome. Moreover, as will be seen shortly, the need of special 
journals to record cash receipts and cash payments soon becomes 
evident in business. 

Accounting for Purchases. Purchases may be made either on 
account or for cash. Assume that a purchase is made from the Sun 
Wholesale Company on account, terms 2/10, n/60. The entry 
therefor on a general journal is as follows; 

Purchases 100.00 

Sun Wholesale Co 100.00 

Terms 2j1Q, nl60. 

If a purchase is made for cash, the entry therefor in the general 
journal is as follows; 

Purchases 90.00 

Cash 90.00 

For cash purchase oj merchandise. 

If there are many purchases on account, there will occur the 
constant repetition of the word purchases and, likewise, if there are 
many purchases for cash, there will occur the constant repetition of 
the word cash. 

Just as it becomes desirable to record numerous sales on account 
in a special book, so it becomes desirable to record numerous pur- 
chases on account in a special book, in order that the necessity of 
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constantly repeating the word purchases may be avoided. Thus, if 
nothing but purchases on account are entered in a given book, it is 
evident that the total of all of the transactions entered in such book 
represents the debit to be made to the Purchases account. 

In accounting for sales, it is possible to eliminate the repetition 
of the word sales by using a book in which only sales on account are 
credited and in accounting for purchases it is possible to avoid repe- 
tition of the word purchases by entering all purchases on account in a 
special book. To illustrate the principle involved, assume that sales 
on account are made to A. B. Gray for $60.00, to John R. Lott for 
$20.00, and to A. Morgan for $35.00. As a step in the development 
of a record for sales on account, these items may be listed as follows: 


A. B. Gray 60.00 

John R. Lott 20.00 

A. Morgan 35.00 

Sales 115.00 


The listing of sales, as shown above, may be regarded as the 
essential step in the devising of a form for a sales journal. The debit 
to each customer and the credit to sales can easily be derived from 
the information shown in this listing. Below will be shown the 
necessary form for the recording of sales. 

Again assume that purchases on account are made from James A. 
Rett for $150.00, L. B. Burns for $100.00, and K. A. Morton for 
$50.00. The essential facts may be shown by listing these transac- 
tions as follows: 


James A. Rett . , . 150.00 

L. B. Burns . 700.00 

K. Morton 50.00 

Purchases 300.00 


It is evident that the three credits to the individuals from whom 
purchases are made is offset by the single debit to Purchases account. 
All of the essential information may be derived from the foregoing 
listing, but it is practicable to use a properly ruled purchases jour- 
nal, such as will be illustrated later. 

Accounting for Cash. Gash receipts and disbursements are 
usually so numerous that it is impracticable to enter them in the 
general journal. Special records must be devised for recording both 
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cash receipts and disbursements. The debit to cash receipts for a 
given period is usually offset by credits to several or even many 
accounts; likewise, the credit to cash for a given period may be 
offset by debits to many different accounts. 

As a simple illustration of cash receipts, assume that in a given 
period of time cash is received as follows; James Arthur on account 
$30.00, Interest Income $60.00, Dividend on Stock owned $120.00, 
L. T. West on account $10.00, Gash Sales $175.00. This information 
may be organized to show essential facts by listing as follows: 


James Arthur on Account 30.00 

Interest Income 60.00 

Dividend on Stock Owned. . . 120.00 

L. T. West on Account 10.00 

Cash Sales 175.00 

Cash Receipts 305.00 


From the foregoing tabulation, it is possible to secure all infor- 
mation necessary for posting, the credits being to the individual 
items, and the debits being for the total of cash receipts. Flowcver, 
it is desirable to prepare a special form of the journal in which all 
cash receipts can be entered and an analysis made of all correspond- 
ing credits. This will be explained later in this chapter. 

As an illustration of cash disbursements, assume that in a given 
period of time cash is paid out as follows: Sun Wholesale Company 
on account $200.00, Interest Expense $37.50, Repairs $15.00, Pur- 
chase of Merchandise $70.00, Furniture and Fixtures $80.00, 
Prepaid Insurance $120.00. This information may be organized to 
show essential facts by listing as follows: 


Sun Wholesale Co. on Account 200.00 

Interest Expense 37.50 

Repairs 15.00 

Purchase of Merchandise 70.00 

Furniture and Fixtures 80.00 

Prepaid Insurance 120.00 

Cash Disbursements 522.50 


Sales Journal. To illustrate the use of the sales journal, three 
sales transactions will be entered first in the standard or general 
journal form. These transactions are given below, and the journal 
in which they are entered is shown in Fig. 83. Sell to A. L. Bordon 
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on account ^16.00, terms 2/10, n/30, sell to B. K. Arthur on account 
$30.00, ter m s 2/10, n/30, sell to B. A. Martin on account $6.00, 
terms 2/10, n/60. 


2 

A. L. Bordon 


76 

00 



Sales 




76 


Sold on account j 2/70, n/30 





3 

B. K. Arthur 


30 

00 







30 


Sold on account, 2/10, nl30. . . 





5 

B, A, Martin 


S 

00 



Sales 




6 


Sold on account, 2/10, n/60 






Fig. 83 


In Fig. 84, these same transactions are entered in a Special Sales 
Journal. It should be noted that the repetition of the word sales is 
avoided. This is made possible because only sales on account are 
entered in the sales journal. This elimination of the word sales from 
the individual entry cannot be made in the general journal, because 
in that journal entries for sales are interspersed with other types of 
entries. The saving in labor and space afforded in the sales journal 
is made possible because all 'entries, except entries for sales on 
account, are eliminated. 


Sales Journal 


1 

2 

3 

4 

5 

6 

Jan. 

2 

A. L. Bordon 

2/70, nf30 


76 


3 

B. K. Arthur 

2/70, n/30 


30 

1 

5 

B. A, Martin ' 

2/70, n/60 

1 

6 


Fig. 84 


In the sales journal (Fig. 84) the first column is for the month, 
the second column for the day of the month, the third column for 
the name of the customer, the fourth column for terms, the fifth 
column is the folio column, the use of which will be explained later, 
and the sixth column is for the amount. At any time the total of sales 
to date can be ascertained by adding the amount for which cus- 
tomers are charged. 
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In Fig. 85 is shown a form of sales returns journal. The purpose 
of this journal is to record the return of merchandise by customers. 
This may be because the merchandise is unsatisfactory or because 
it is defective. 


Sales Returns Journal 


2 

3 

4 

5 

6 

4 

A, L. Bordon 



4 

6 

B. K. Arthur 



1 

9 

jB. A. Maiiin 





Fig. 85 


Purchase Journal. To illustrate the use of the Purchase Journal, 
three purchase transactions are entered in the standard or general 
journal in Fig. 86. These transactions are as follows: purchase from 

L. K. Morrison on account $25.00, terms 2/10, n/30, purchase from 

M. L. Kramer on account $80.00, terms 2/10, n/60, purchase from 
M. M. White $200.00 on account, terms 2/10, n/60. 


3 




25 

00 






25 



2/10, n/30 




5 



80 

00 






SO 

6 

Purchased on account 

Purchases 

2/W, n/60 


200 

00 


M. M, White 

Purchased on account 

2/10, n/60 


200 




Fig. 86 


In Fig. 87 these same transactions are entered in a special pur- 
chase journal. In doing so the repetition of the word purchases is 
avoided, because only purchases on account are entered in this 
journal. It was impossible to eliminate the word purchases in the 
general journal in Fig. 86 because entries for other transactions than 
purchases are made in the general journal; thus, the same saving of 
labor and space is accomplished by setting up the purchase journal 
as is accomplished by the use of a sales journal. 
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Purchase Journal 


1 

2 

3 

4 

5 

6 

— 

Jan. 

3 

L. K. Morrison 

2/10, n/30 


25 

00 


5 

M. L. Kiamer 

2/10, n/60 


80 

00 


6 

M. M. White 

2/10, n/60 


200 

00 


Fig. 87 


In the purchase journal, Fig. 87, the first column is for the 
month, the second column is for the day of the month, the third 
column for the name of the creditor, the fourth colunm for terms, 
the fifth column is the folio column, and the sixth column is for the 
amount. The tbtal purchases on account to date may be found at 
any time by adding the amount column. 

In Fig. 88 is shown a form of Purchase Returns Journal. The 
purpose of this journal is to record the return of merchandise to the 
creditors where the goods proves defective or is found to be un- 
satisfactory. 

Purchase Returns Journal 


1 I 2 I 3 I M II I 

Jan. I 5 I M. L. Kramer | | || s\oO 

Fig. 88 


Cash Journal. A Cash Journal is a book so ruled as to permit the 
entry of all cash receipts on the left-hand side of the book and all 
cash payments on the right-hand side of the book. In Fig. 89 is 
shown the simplest possible form of a cash journal. 

The cash journal, shown in Fig. 89, possesses certain limitations 
which are likely to make it undesirable, except in case of small con- 
cerns. The total amount to be debited to cash is easily determined 
by simply adding column 4 on the left-hand side of the form. Like- 
wise, the total amount to be credited to cash is found by adding 
column 4 on the right-hand side of the form. The chief objection to 
the form is that credit items appearing on the left-hand side must be 
posted in detail; thus each Sales item must be posted to the Sales 
account in the ledger. For the same reason all debits shown on the 
right-hand side of the form must be posted in detail. It will be noted 
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that the folio number of two items on the left-hand side of the form 
are preceded by the letters CL (for customers’ ledger) and similarly 
one item on the right-hand side is preceded by the letter CL (for 
creditors’ ledger). This is because it becomes necessary in connec- 
tion with the operation of special journals, such as the purchase 
journal and the sales journal, to carry the accounts of creditors and 
customers in separate ledgers, which frequently are called subsidiary 
ledgers. Later in this chapter, the operation of subsidiary ledgers in 
connection with special journals and their relation to the general 
ledger will be explained. 

The manner in which the cash journal, shown in Fig. 89, is 
ruled up and the balance brought down should be noted carefully. 
Note that the total of cash receipts, namely, $8,119.40, is posted to 
the debit side of Cash account on page 2 in the ledger and that the 
total of cash payments, $1,687.20, is posted to the credit side of the 
Cash account on page 2 in the ledger. The balance of the account is 
the excess of cash receipts over cash payments, or $6,432.20. This is 
placed immediately under the total of cash payments and is brought 
down on the left-hand side of the account underneath the double 
ruling. This amount represents the balance of cash on hand on 
January 9. 

It will be noted that the cash journal, shown in Fig. 89, is in 
itself a kind of cash account. It should not be confused with the Cash 
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account in the ledger to which are posted simply the totals of re- 
ceipts and disbursements. 

Since the cash journal, shown in Fig. 89, is likely to prove 
inadequate because it does not provide for sufficient analysis of 
either cash receipts or cash payments, it will be necessary to devise 
forms of the cash journal which will be serviceable for larger enter- 
prises. In Fig. 90 is shown another form of the cash journal in which 
are entered the same transactions as were entered in the cash journal 
shown in Fig. 89. 

In Fig. 90 considerable analysis is provided for both cash re- 
ceipts and cash disbursements. All receipts for cash sales are entered 
in the cash sales column. All receipts from customers are entered in 
the Customers Cr. column. Immediately preceding the Customers 
Cr. column is the A.R.L.F. (accounts receivable ledger folio) col- 
umn in which is indicated the page of the subsidiary accounts 
ledger to which the item is posted. Miscellaneous cash receipts are 
entered in the Sundries Cr. column and when the cash journal is 
footed the total of cash sales is carried into the Sundries column, 
from which it is posted to the general ledger. Likewise, the total'of 
the Customers column is carried to the Sundries column, from 
which it is posted to the general ledger account entitled either 
Customers account or Accounts Receivable account. 

On the right-hand side of Fig. 90, a special column is provided 
for wages and a special column for creditors. The items in the 
Creditors Dr. column are posted to the subordinate creditors or 
accounts payable ledger. The total of this column is carried into the 
Sundries column and from there posted to the Creditors or Accounts 
Payable account in the general ledger. The total of the Wages 
column is also carried into the Sundries Dr. column and posted to 
the Wages account in the general ledger. The items carried directly 
to Sundries Dr. column are posted individually to the general 
ledger. The total of cash receipts is posted to the debit side of the 
Cash account from the Sundries Cr. column and the total of the 
cash sales is posted to the Cash account in the general ledger from 
the Sundries Dr. column. Note that the cash journal is balanced, 
the balance being carried down on the left-hand side and the 
totals ruled up. 



Cash 
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Fig. 90 
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The next step in the development of cash records is to provide 
separate journals for cash receipts and cash disbursements. In Fig. 
91 is shown a Gash Receipts Journal, and in Fig. 92 is shown a Gash 
Payments Journal. The same enmes are made as in the preceding 
illustrations. 

C. D. Mayer 


Gash Receipts Journal 


Date 

Explanation 

Bank, 

Dr 

A.R. 

LF. 

Cash 
Sales, Cr 

Custom- 
ers, Cl 

GL 

F 

Sundries, 

Cr. 

19— 













>n. 

7 

C. D Mayer, Net 













Worth 

8,000 

00 






7 

8,000 

00 


7 

Sales 

15 

00 


15 

00 







2 

Sales 

7 

95 


7 

95 







3 

Sales 

37 

50 


37 

50 







4 

B M Mark 

25 

95 

4 



25 

95 





5 

Sales 

17 

50 


17 

50 







6 

Sales 

9 

75 


9 

75 







7 

M. Sander 

5 

75 

9 



5 

75 







(7) 8,119 

40 


{3) 87 

70 

(5) 31 

7_0 


M8,000 

W 


Fig 91 


C. D. Mayer 


Cash Payments Journal 


Date 

Explanation 

Bank, 

Cr. 

A.P 

L.F. 

Credi- 

tors 

Dr. 

Wages, 

Di. 

Adver- 

tising, 

Dr. 

G 

L. 

F. 

Sundries, 

Dr. 

19— 



■1 












Jan 

1 

Rent 


00 








70 

90 

00 


2 

Advertising 

9 

75 






9 

75 





3 

Wages 

25 

75 




25 

75 







3 

Salaries 

35 

50 








13 

35 

50 


4 

Auto Truck 

675 

95 








14 

675 

95 


5 

Furniture and 















Fixtures 

790 

50 








15 

790 

50 


5 

Sun Wholesale 















Co 

59 

75 

3 

59 

75 











(6)1,687 

20 


(3)59 

m 

(16)25 

7_5 

(11) 9 

75 


(15)1,501 

95 


Fig. 92 


Controlling Accounts. The operation of a special purchase 
journal, a special sales journal, a special return purchase journal, a 
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special return sales journal, a cash receipts journal containing a 
column for customers, and a cash payments journal containing a 
column for creditors makes it possible to follow the procedure of 
setting up special Ciistomeis or Accounts Receivable Ledgers and special 
Ct editors or Accounts Payable Ledgers. When this is done, there appears 
in the general ledger a so-called controlling account entitled either 
Customers Controlling account or Accounts Receivable Controlling 
account and a controlling account entitled either Creditors Con- 
ti oiling account or Accounts Payable Controlling account. It is 
immaterial whether in connection with such a plan of accounting 
the terms customers and ci editors or the terms accounts receivable and 
accounts payable are used. It is simply desirable to follow a uniform 
scheme of terminology. Thus, if there is m the cash receipts journal 
a Customers column the subordinate ledger in which accounts for 
customers are kept should be called a Customers Ledgei. Likewise, if 
in a cash payments journal there appears a column for creditors, the 
coi responding subordinate ledger in which accounts for creditors 
are kept should be called a Creditors Ledger. 

The subordinate customers ledger and the subordinate creditors 
ledger may be kept on standard* ledger forms, or special forms may 
be provided for these special ledgers. In practice, it is usually de- 
sirable to provide special forms which afford greater convenience 
than is provided by the usual general ledger form. In a subordinate 
ledger are kept accounts of one kind only; thus, in the customers 
ledger are kept only accounts with customers and in the creditors 
ledger are kept only accounts with creditors. This makes it possible 
to keep in the general ledger a Customer Controlling account which 
contains a summary of the details shown in the subordinate cus- 
tomers ledger. It also makes it possible to keep in the general ledger 
a Creditors Controlling account which likewise contains a summary 
of the details shown in the creditors ledger. 

If the special journals are properly arranged, it will be possible 
to post from each special journal to the proper subordinate ledger 
all details affecting the accounts kept therein and to post to the 
proper controlling account in the general ledger an amount equal 
to the total of the details posted to the subordinate ledger. In other 
words, the debit to the controlling account posted at the end of the 
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accounting period is equal to the sum of the detailed debits carried 
to the subordinate ledger and the credit carried to the controlling 
account at the end of the accounting period is equal to the sum of 
the credits carried to the accounts in the subordinate ledger. 

After all postings have been made to the controlling account and 
to the subordinate ledger, the balance of the controlling account 
should equal the sum of the balances of the accounts in the sub- 
ordinate ledger. If there is a difference, it is due to an error which 
must be located. It should be noted carefully that the amounts 
posted to the controlling account must be determined independently 
of the amounts which are posted to the subordinate ledger. The 
items posted to the subordinate ledger cannot be added up in this 
ledger and then entered in the controlling account. The amount 
posted to the controlling account must be posted from the proper 
special journal. To illustrate, suppose that the purchase journal 
contains the following items: 

John Jones 

Arthur Allen 

B. C. Morris 

Creditors, Cr. . 

Purchases, Dr 

The first posting to be made to the subordinate creditors ledger is 
$40.00, which is credited to the account of John Jones. If his account 
is on page 7 of the subordinate creditors ledger, then 7 must be 
placed in the folio column preceding the amount in the purchase 
journal. If Arthur Allen’s account is on page 3 of the subordinate 
creditors ledger, then the amount $10.00 is posted to the credit side 
of his account on page 3 and the page of the ledger is entered in the 
folio column of the purchase journal preceding the amount. The 
item for B. C. Morris is posted likewise. If his account is on page 18 
of the creditors ledger, that number is placed in the folio column. 

The posting of the total of $70.00 now deserves attention. This 
is carried to the credit side of the Creditors Controlling account in 
the general ledger, say, on page 12. Twelve is now entered in the 
folio column of the purchase journal as shown above, and the word 
Creditors is written in the explanation column as shown above. After 
these accounts are posted, the three accounts in the creditors ledger 


7 AO 00 

3 10 00 

18 20 00 

GL12 

GLir lOi'm 
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will appear as shown in Fig. 93, and the Creditors Controlling 
account will appear as shown in Fig. 94. It is assumed that the 
entries shown above are entered on page 1 of the purchase journal. 

Arthur Allen Page 3 


John Jones 



10 


00 


Page 7 


PJJ I 40\ 


00 


B. C. Morris 


Page 18 


PJl 


20 . 


00 


Fig. 93 

Creditors Control 


Page 12 


PJl I 70109 


Fig. 94 


In order to carry the illustration one step farther, assume that 
payment in full of Arthur Allen’s account is made, that $20.00 is 
paid to JohnJones on account, and that $5.00 is paid to B. C. Morris 
on accounti These entries appear in the cash payments journal as 
shown in Fig. 95, 

Cash. Payments Journal Page 1 



Bank, 

Cr. 

A.R, 

L.F. 

Creel i 
tors, 
Dr. 


Wages, 

Dr, 

Adver- 

tising, 

Dr. 

G.L. 

F. 

Sunclri 

Dr. 

Arthur Allen 

10 

00 

3 

10 

00 







John Jones 

20 

00 

7 

20 

00 







S. C. Morris 

J 

00 

18 

5 

00 








35 

00 


(.12) 35 

00 








Fig. 95 


In Figs. 96 and 97 are shown the ledger accounts of Allen, 
Jones, and Morris and the Creditors Controlling account after 
postings are made from the cash payments journal, shown in Fig. 95. 
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Arthur Allen 


Page 3 



1 CP7 

1 /Oja? 


PJ1 

70j00 



John Jones 


Page 7 


CPI 

20\W\ 


PJ1 

40j00 



B. C. Morris 


Page 18 


CPI 

^iool 


PP 

20j00 



Fig. 96 




Creditors Control 


Page 12 


CPI 


35\ 


Fig. 97 


PP 


roloo 


The credit balance in the Creditors Controlling account is now 
$35.00, which is equal to the balance of $20.00 in the accouht of 
John Jones, plus $15.00 in the account of B. C. Morris, in the 
subordinate creditors ledger. This illustrates in a simple way the 
relationship which exists between the controlling account and the 
subordinate ledger. 

It may be' said at this point that the basic principles of account- 
ing have now been covered. It is true, of course, that the application 
of these principles will indicate wide variations in practice and 
procedure. Nevertheless, that which is fundamental in accounting 
procedure has been covered. It therefore appears desirable at this 
point to present a fairly detailed illustration of these basic principles. 
This illustration will cover: (1) journalizing, (2) posting, (3) trial 
balance, (4) controlling accounts, (5) adjusting, closing, and post- 
closing entries, (6) work sheet, (7) preparation of statements. 

In order to present the complete procedure for a concern for a 
period of one week there is reproduced in Fig. 98 the post-closing 
trial balance of James Morrison. 

January 2. Sell on account to A. B. Grade S59.00, terms 2/10, n/30. Pur- 
chase from Morrison Supply Company merchandise $500.00 on account, terms 
2/10, n/60. Pays for repairs $15.00. Gash sales for day $220.00. 
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James Morrison 
Post-Closing Trial Balance 

as at December 31, 19 — 


Cash in Bank 650.00 

Cash on Hand 50.00 

Accounts Receivable 41,600.00 

Notes Receivable 200.00 

Land 4,000.00 

Buildings 75,000.00 

Furniture and Fixtures 5,000.00 

Delivery Equipment 2,000.00 

Reserve Jor Depreciation on Buildings 14,500.00 

Reserve Jor Depreciation on Furniture and Fi.xtures 1,500.00 

Reserve Jor Depreciation on Delivery Equipment 1,100.00 

Investments 2,400.00 

Prepaid Insurance 400.00 

Accounts Payable 13,000.00 

Notes Payable 800.00 

Mortgage on Buildings 10,000.00 

James Morrison, Net Worth 161,945.67 

Supplies 100.00 

Reserve Jor Bad Debts 416.00 

Interest Accrued 233,33 

Inventory, Dec. 31, 19 — 73,000.00 

Wages Accrued 790.00 

Taxes Accrued 115.00 


204,600.00 204,600.00 

Fig. 98 ' 


January 3. Sell on account to E. D. Morton S16.00, terms 2/10, n/30 and 
to J. A. Gould S97.00, terms 2/10, n/30. Gash sales $247.00. A. B. Grade returns 
merchandise $5.00. Return to Morrison Supply Company merchandise $6.00, 

January 4. Pays for advertising $30.00. Purchase furniture and fixtures for 
store $100.00 cash. Purchases delivery truck for $650.00 cash. Cash sales for day 
$225.00. A. B. Grade pays balance of his account taking 2% discount. E. D. 
Morton pays $5.00 on account. 

January 5. Cash sales for the day $310.00. Sell on account to Moses Bloom 
$211.00, terms 2/10, n/30 and to K. B? West $115.00, terms 2/10, n/30. Pays 
wages $36.00. 

January 6, Cash sales for day $311.00. Moses Bloom returns merchandise 
$12.00. Purchases merchandise $700.00 from Best Supply Company, terms 2/10, 
n/60, 

January 7. Returns merchandise to Best Supply Company $32.00. Purchases 
supplies for store $47.00, cash. Gash sales for day $297.00. Sells to K, B, West 
on account $49.00 and to S. K. Smith merchandise $36.00. Pay Morrison Supply 
Company for goods purchased Jan. 2, less discount. 



ck Ended January 7, 19 
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In order to make the adjusting and closing entries as at January 
7 and prepare a balance sheet as in Fig. 99, and a profit and loss 
statement as in Fig. 100, the following information is given. 

1. Depreciation should be allowed as follows: 

a) Buildings 1115.00 

b) Furniture and Fixtures JIO.OO 

c) Delivery Equipment $13.00 

2. Insurance expired for the week amounts to $4.00. 

3. $8.00 should be added to the reserve for bad debts. 

4. Supplies consumed during the week amount to $10.00. 

5. Interest accrued on mortgage for the week amounts to $13.67. 

6. The inventory on January 7 amounts to $72,900.00. 

7. Wages accrued for the week amount to $200.00. 

8. Taxes accrued for the week are estimated at $10.00. 


Purchase Journal Page 1 


jfan. 

' 2 
6 

Morrison Supfily Co 

Best Supply Co 

2/70, n/30 
2/70, n/60 

2 

3 

300^00 
700 00 


7 

Creditors, Cr 


GLld 



7 

Purchases, Dr 


GL2I 

1,200 00 


Purchase Returns Journal Page 1 
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General Journal 


Adjusting Entries 


7 

Purchases 

24 

73,000 

oc 




Inventory, Jan. 1, 19 — 

21 



73,OOL 

too 


To carry opening inventory to Purchase account. 






7 

Bad Debts Expense 

34 

S 

00 




Reserve Jor Bad Debts 

19 



t 

too 


Estimated allowance for Bad Debts. 






7 

Depi eciatian Expense — Building? 

35 

115 

00 




Reserve Jor Depreciation on Buildings 

9 



115 

00 


Estimated depreciation for one week. 






7 

Depreciation Expense on Furniture and Fixtuiet 

36 

10 

00 




Reserve for Depreciation on Eurnilure and Fixtures , . 

10 



1C 

00 


Estimated depreciation Jor one week. 






7 

Depreciation Expense — Delivery Equipment 

37 

13 

oo 

' 



Reserve Jor Depreciation on Delivery Equipment . . . 

11 



13 

00 


Euimaied depreciation Jor one week. 






7 

Depreciation Expense — Insurance 

38 

4 

00 




Prepaid Insurance 

13 



4 

00 


Estimated depreciation Jor one week. 






7 

Interest Expense 

39 

13 

67 




Interest Accrued 

20 



13 

67 


Interest accrued Jor one week. 






7 

Inventory, Januaiy 7, 7P — 

21 

72,900 

00 




Purchases 

24 



72,000 

00 


To credit Inventory to Purchases account. 






7 


30 

200 

00 




Wages Accrued 

22 



200 

00 


Wages accrued Jor one week. 






7 

Taxes Expense 

41 

10 

00 




Taxes Accrued 

23 



10 

00 


Taxes accrued Jor one week. 






7 

Supplies Expense 

42 

10 

00 




Supplies 

IS 



10 

00 


, Supplies consumed Jor one week. 







Clo.sing Entries 






7 

PioJit and Lo.^s 

33 

1,782 

7.5 




Purchases. 

24 



1,300 

00 


Sales Returns 

27 



17 

00 


Discount on Sales 

28 



1 

08 


Wages 

30 



236 

00 


Advertising 

31 



30 

00 


Repairs 

32 



15 

00 


Bad Debts Expense 

34 



8 

00 


Depreciation Expense — Buildings 

35 



115 

00 


Depreciation Expense — Furniture and Fixtures. . . , 

36 



10 

00 


Depreciation Expense — Delivery Equipment 

37 



13 

00 


Depreciation Expense — Insurance 

38 



4 

00 


Interest Expense 

39 



13 

67 


Taxes Expense 

41 



10 

00 


Supplies Expense 

42 



10 

00 


To Close. 
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General Journal — Continued 


7 

Purchase Returns 

23 

38 

00 





26 

2,193 

00 




Discount on Purchase 

29 

9 

88 




Profit and Loss 

33 



2,240 

88 


To Close. 






7 

ProJit and Loss 

33 

458 

13 




James Morrison, Net Worth 

17 



458 

13 


To Close. 







General Ledger 1 


19 — 

Jan. I 1 


Cash in Bank 


19 — 




650 

00 

Jan. 

7 


CR1 

1,667 

92 


9S3.S0 




Sundries. 


CPI 


1,362\ 


12 


2 


19 — Cash on Hand 

Jan. I 7 I Balance I 1 50|00|| 1 


3 


Customers 


1 

Balance 

1 

41,600 

00 

Jan. 

7 

Sales Returns , . . 

SRJ1 

17 

7 

Soles 

42,107.00 

j sji 

583 

00 


7 

Cash 

CR1 

59 


4 


19 — Notes Receivable 

Jan.l 7 1 Balance I I 200|00|| j 

I I 200.00 II I II I 


5 


19— Land 

Jan.l 7 I Balance | I 4jd00|00l| 

I I 4,000.00 II I II 


6 


1 9 — Buildings 

Jan.l 7 I Balance | I 7S,000\00\l 

I I 73,000.00 II I II 
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General Ledger — Continued 7 


19— 

Jan. 


Furniture and Fixtures 


7 

Balance 


5,000 

00 



4 

Cash 

CPI 

100 

00 




5,700.00 







19 — 

Jan. 


Delivery Equipment 


1 

Balance 


2,000 

00 



4 

Cash 

CPI 

650 

00 




2,650.00 







9 


Reserve for Depreciation on Buildings 

19 — 


Jan. 

/ 

Balance . . 


14, .500 


7 

Depreciation Ex- 





pente — Build- 





\ngs 

GJ1 

115 



14,615.00 




00 


00 


10 


Reserve for Depreciation on Furniture and Fixtures 
19— 


Jan. 

1 

Balance 


1,500 


7 

Depreciation Ex- 





pense — Furni- 





lure and Fix- 





lures 

GJ1 

10 



1,510.00 




00 


00 


11 


Reserve for Depreciation on Delivery Equipment 
19 — 


Jan. 

1 

Balance 


1,100 


7 

Depreciation Ex- 





pense — Dflix>- 
ery Equipment 

GJ1 

13 



1,113.00 




00 


00 


12 


19— 


Investments 

Jan.\ 1 

1 Balance I 

1 2,400\00\\ I 1 III 

1 

1 2,400.00 I 

1 i II 1 1 III 
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General Ledger — Continued 

13 




Prepaid Insurance 




19— 


19— 




Jan. 7 

Balance 

moo Jan. 7| 

Depreciation lix- 





pence — Imur- 



1 


! 

ance 

GJ1 

4 00 

i 

396.00 

j 



14 



Creditors 




19— 


19— 




Jan. 7 

Purchase Returns PRJI 

38 00 Jan. 1 

Balance 


13,000 00 

7 

Cash GP1 

404 00 7 

1 Purchases . 


1,200 00 




13,668.00 

15 




Notes Payable 




1 1 


19— 

' Balance .1 



1 1 


1 II II 

800.00 \ 


sool^oo 

16 


Mortgage on Building 


19— 


1 1 II JatiA 7| Balance 


II II 1 II 1 1 10,000.00 

j 1 io,ooo\w 

17 

James Morrison, Net Worth 


19— 

Jan. 1 Balance 

161,945 67 

7 ProJit and Loss . . 

GJ2 458 13 

II 162,403.80 

18 


Supplies 

19- 19- 

Jan.\l\ Balance I I 100\00'\ Jan.\7\ Supplies Expense] GJ2\ 10\00 

\7\ Cash \CPl\ 47\oo\\ 


137.00 



Wages Accrued 
19 — 

Jan. 1 Balance 790 

7 Wager GJ1 200 

990.00 


23 





Taxes Accrued 







19— 







Jan. 1 

Balance . . 

GJl 

115 00 




7\ 

1 axes Expense 

GJ2 

10 00 





125.00 


24 




Purchases 




19— 



19— 




Jan. 7 

Creditors 

PJ1 

1^00 00 Jan. 7 

Inventory 

GJl 

72,900 00 

7 

Inventory 

GJl 

73,000 00 7 

Profit and Loss . 

GJ2 

1,300 00 




74,200 00 



74,200 00 


SS 
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19- 
Jan 

26 


Purchase Returns 
19 — 


Profit and Loss 


GJ2 

38 

00 

Jan. 

7 







Creditors . 


PRJA 


38\00 


Sales 

19— 19— 


Jan. 

7 

Profit and Loss 

GJ2 

2,193 

00 

Jan. 

7 

7 

Cintomers 

Cash . . . 

SJ1 

CR1 

583 

1,610 

Off 

00 





2,193 

00 





2,193 

00 


27 


19 - 

Jan. 


Sales Returns 
19 — 


Sates Returns. I SRJt 


17 

00 

Jan. 

7 

Piofit and Los^ 

GJ2 

17 

00 










28 


19— 
Jon. I 7 


Sales. . . . 


Discount on Sales 
19 — 


/ 


Jan. 

7 

Profit and Loss. I GJ2 , 

7 

08 





1 




29 


19 — 

Jan.\ 7 


Profit and Loss. 


Discount on Purchases 


GJ2 


9 

88 




19 — 


Jan. 


7 


Cl editors. . . 


CPI 


88 

30 


Wages 

19— 19— 


Jan. 

3 

7 

Cash 

Wages Accrued. 

CPI 

GJ1 

36 

200 

00 

00 

Jan. 

7 

Profit and Loss , . 

GJ2 

236 

00 





236 






236 

00 


31 


Advertising 

19— 19— 


Jan.' 

7| Cash 

CPI 

30 

00 

Jan. 

7 1 Profit and Loss. 1 

GJ2 

30 

00 

1 

1 





1 
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General Ledger — Continued 


Repairs 

19— 19— 


Jan. 

2 

Cash ! 

CPI 

15 00 

lan.\ 


1 Profit and Lois I GJ2 

IS 


1 





1 

1 1 



33 

Profit and Loss 

19— 19— 


Jan. 

7 

7 

Sundries. . . 

J. Morrison, 

H.W . . 

GJ2 

GJ2 

1,782 

458 

75 

13 

Jan. 

7 

Sundries 

GJ2 

2,240 





2,240 

88 





2,240 


3-1 

Bad Debts Expense 


19— 19— 


Jan. 

7 

Reserve for Bad 




Jan. 

7 j Profit and Loss 

GJ2 

8 



Debts 

GJ1 

8 

00 


1 




35 

Depreciation Expense — Buildings 
19— 19— 


Jan. 

7 

Reserve Deprecio’ 




Jan. 

7 

Profit and Loss 

GJ2 

115 



tion — Build- 











ings . 

GJ1 

115 

00 







36 

Depreciation Expense — Furniture and Fixtures 
19— 19— 


7 

Reserve Deprecia- 




Jaru 

7 

Profit and Loss . . 

GJ2 

10 


tion — Furni- 










ture and Fix- 










tUTBS 

GJ1 

10 

00 







Depreciation Expense — ^Delivery Equipment 
19 — 


Reserve Deprecia- 
tion — Delivery 
Equipment . 




Jan. 

7 

Profit and Loss. . 

GJ2 

13 

GJ1 

13 

00 







19 — 
3an.\ 7 
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James Morrison 
Profit and Loss Statement 

Week Ended Jaauary 7, 19 — 


Sales 

Less Returns ■ 

JLei Sales 

Less Cost oj Goods Sold: 
Inventory, Jan. 1, 19 — 
Purchases {net) 


Inventory, Jan. 7, 19 — 

Gross Profit 

Deduct Operating Expenses: 

Selling: 

Discount on Sales 1.08 

Advertising 30.00 

Wages 236.00 


Administrative: 

Repairs .... 15.00 

Depreciation — Buildings 115.00 

Depreciation — Furniture and Fixtures. . . . 10.00 

Depreciation — Delivery Equipment 13.00 

Insurance 4.00 

Bad Debts 8.00 

Taxes 10.00 

Supplies 10.00 

Financial; 

Interest Expense 13.67 

Less Discounts on Purchases 9.88 

JVet Profit for Week 


73.000. 00 
1,162.00 

74,162.00 

72.000. 00 


267.08 


185.00 


3.79 


2.193.00 
17.00 

2.176.00 


1,262.00 

914.00 


455.87 

458.13 


Fig. 100 



Chapter 10 


BUSINESS PROCEDURE AND 
BUSINESS PAPERS 


Business Organization. The development of industrialism has 
made it desirable to establish business enterprises of considerable 
size. The work done by such enterprises may make it necessary to 
employ hundreds or even thousands of men and women. Where a 
business unit is of such size, it is obvious that chaos and failure 
would result were all activities not coordinated and all employees 
made definitely responsible. 

In case of the modern corporation, the owners are known as 
stockholders, their ownership being signified by the number of 
shares of stock which each holds in the corporation. Since the 
number of stockholders is frequently large and since also stock- 
holders usually have., other interests, it becomes necessary for the 
stockholders to elect a board of directors to which they delegate the 
responsibility for the management of the corporation. The status of 
stockholders and directors has received' much attention on the part 
of courts and legislators, so that at the present time it may be said 
that it is well outlined from the legal point of view. In other words, 
one seeking light on the legal principles which govern the relation 
of stockholders to the board of dii'ectors and on the general status of 
stockholders and directors will find an abundance of information in 
the various treatises and encylopedias on corporation law. 

The board of directors is a small body, composed usually of not 
more than fifteen persons. It is presided over by the president of the 
corporation. It meets annually and at other times as conditions 
warrant. It is unfortunate, in American corporation practice, that 
boards of directors have sometimes been composed of mere figure- 
heads who have taken little or no real interest in the affairs of the 
corporation. Directors should be chosen for their special capacities 
to serve a corporation. For instance, one director might be a corpo- 
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ration lawyer, another an accountant, etc. As the demand for .skil led 
directors increases, it may be expected that more attention will be 
given to the qualifications of directors. 

No organization can succeed whose structure is not based on the 
fundamental principle of undivided responsibility. No person, how- 
ever capable, can carry on satisfactorily unless he knows to whom 
he is responsible, and it is obvious that he cannot be responsible 
equally to two or more persons. It is for this reason that a corpora- 
tion elects one president, not two or three. The man in charge of 
production then becomes fully responsible to the president and the 
same is true of those officers who have charge of other important 
functions, such as marketing, controlling, financing, and personnel. 

The purpose of organization is to secure control of the various 
functions which a business performs. These functions vary accord- 
ing to the nature of the enterprise. Nevertheless, it will be found that 
most enterprises, when functions are analyzed, carry on activities 
more or less similar in character. To illustrate this fact, a chart in 
which the activities of corporate organization are presented in 
graphic form is shown in Fig. 101. Of course, this chart will require 
some modification to meet the requirements of particular concerns, 
but it will be found, nevertheless, that so far as fundamental proc- 
esses are concerned it is fairly illustrative of modern business pro- 
cedure. At the top of the organization are the stockholders, who in 
turn elect the board of directors, who in turn elect the president. 
This basic plan of organization is common to all organizations. 
Responsible to the president are the heads of the main operating 
divisions, such as production, marketing, controlling, financing, 
and personnel. The student should study the chart carefully with 
respect to the light it throws on the controlling function. It will be 
noted that controlling is subdivided into four primary activities, 
namely; (1) auditing, (2) budgets, (3) accounting, (4) statistics. 

(1) Auditing is the analytical work connected with control. (2) 
Budgeting is essentially forecasting in character. (3) Accounting is 
the recording activity. (4) Statistical work is carried on with a view 
to the interpretation of greater masses of data, much of which is 
derived from the accounting records. 

The greater detail shown in connection with the accounting 



BOARD OF DIRECTORS 










































176 


Modern Practical Accounting— Elementary 

function is- desirable because this book deals with the accounting 
function. The other functions might be elaborated but this seems 
unnecessary for present purposes. Thus under personnel, welfare 
might be further analyzed, and under marketing advertising might 
be elaborated. 

The controlling function is not always given a position co- 
ordinate with production, marketing, financing, and personnel. It 
is sometimes subordinated to the financing function, in which event 
the man in charge of the controlling function is not usually an 
officer but is an employee responsible to the officer in charge of 
financing. The tendency, however, is to place greater emphasis on 
the controlling function because of the great recognition being given 
currently to accounting as a tool of management. 

The student has learned enough about statements to realize that 
the controlling function cannot be exercised effectively unless the 
accounting records are so kept as to make possible the preparation 
of the necessary statements. Detailed records of customers’ and credi- 
tors’ accounts as well as detailed records of inventories, where these 
necessary, must be so controlled that trial balances of the 
general ledger may be secured promptly and the necessary adjust- 
ments made to permit the timely preparation of balance sheets and 
profit and loss statements. Of course, as a concern s activities widen, 
it becomes necessary to supplement these fundamental statements 
with various statistical tabulations, which reflect light on such 
matters as expense distribution, costs as related to various activities, 
etc. These more or less specialized statements naturally must con- 
form to the peculiarities and special requirements of the concern in 
question. They usually are prepared to meet such questions as arise 
in the mind of the manager in his attempt to carry on operations 
efficiently. 

Although this is not a book treating of the science of manage- 
ment and control, the student should have some knowledge of the 
various fundamental functions or activities which are characteristic 
of most types of business; therefore in the following pages attention 
will be given to the five basic features emphasized in the chart 
shown in Fig, 101, namely: (1) production, (2) marketing, (3) 
controlling, (4) financing, (5) personnel. 
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PRODUCTION 

Purchasing. Purchasing may be regarded as the first step in 
production. Here production is used in a broad sense to include the 
creation of commodities and services of all types. In a more restrict- 
ed sense production refers to manufacturing. 

Purchasing is performed by an expert, usually known as a 
purchasing agent. Of course, in a small concern the function of the 
purchasing agent may be performed by the owner. The purchasing 
agent must be expert in the work of locating the most economical 
source of raw materials, merchandise, and supplies of all kinds. If 
the purchasing agent has properly specialized in his work, he should 
be able to effect great savings by selecting the materials best suited 
to the purpose and by purchasing from those able to submit the 
lowest bids. The purchasing agent should know when to buy in 
advance of current requirements, and in order to do this effectively 
he should make a special study of price trends. Carefully systema- 
tized in his files should be found catalogues, price lists, special 
bargains, and other data readily available for his purposes. 

The work of the purchasing agent must be coordinated with 
that of the various departments which send to him their requests 
for purchases and for which he in turn issues his purchase orders. 
The work of the purchasing agent must be coordinated in particular 
with the production and selling divisions of the enterprise. Raw 
materials and merchandise can be purchased intelligently only 
when information is forthcoming relative to the requirements of the 
production and selling divisions. Unless this is done there are likely 
to accumulate unnecessarily large quantities in the inventories of 
raw materials in the case of manufacturers and in the inventories of 
merchandise in the case of retail establishments. 

In connection with purchasing, it is necessary to consider cer- 
tain papers which have become more or less standardized in 
modern business. The.sc are as follows: (1) the purchase requisition, 
(2) the purchase order, (3) the invoice. 

1. The Purchase Requisition. The purchase requisition is the 
request that a purchase be made and it is sent to the purchasing 
agent by the department head or the general manager. In the 
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purchase requisition, the person issuing it indicates what materials 
or supplies are desired, when these will be required, and the exact 
amount of each article. If the requisition is issued by the depart- 
ment head, it should be approved by the general manager. If it is 
customary to purchase the materials in question from a given 
vendor, the person filling out the purchase requisition should indi- 
cate therein the vendor’s name; otherwise this should be left blank 
to be filled in by the purchasing agent after he has determined 
where he will make the purchase. The purchase requisition should 
be made out in duplicate, one copy going to the purchasing agent 
and one being retained by the department head who issues the 
requisition. A form of purchase requisition is shown in Fig, 102. 

2. Ttw Purchase Older. Upon receipt of the purchase requisition, 
the purchasing agent takes the steps necessary to accomplish the 
purchase of the materials requisitioned. For this purpose he fills out 
a blank form known as a purchase order. This may be a more or 
less specialized form, depending upon circumstances. Sometimes, 
however, no particular form of purchase order is used, the order 
being given by letter, by telegram, or even by telephone. Oral 
orders should be avoided wherever possible because of the likeli- 
hood of misinterpretation and because of the lack of adequate 
record. As many copies of the purchase order should be made out 
as circumstances require. The original copy is mailed to the vendor, 
and one copy is retained in the files of the purchasing agent. One or 
more additional copies of the order may be necessary, depending 
upon the organization of the work. See Fig. 103. 

3. The Invoice. When the vendor receives the purchase order 
issued by the vendee’s purchasing agent, he proceeds to ship the 
goods, either in accordance with the vendee’s specifications or in 
accordance with what is customary. The vendor also prepares an 
invoice, the original copy of which he sends to the vendee. A copy 
of the invoice is retained in the vendor’s files. The invoice lists the 
items shipped, states unit price of each, and extends the amount 
of each kind of merchandise shipped. The total amount of the 
shipment is shown at the bottom of the invoice. The terms of a 
sale, which may be of much importance, should be indicated clearly 
in the invoice. A form of invoice is shown in Fig. 104. 
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When the vendee receives the kivoice, he should follow a 
routine procedure established in connection with the handling of 
all invoices. The time of receipt should be stamped on the invoice. 
This is usually done by means of a time clock. Sometimes invoices 
are received before the goods are received. If an invoice is received 
from a vendor from whom purchases are rarely made, it should be 
held until the goods are received before being placed in the routine 
procedure for payment. If, however, an invoice is received from a 
vendor from whom purchases are made frequently, it may not be 
necessary to wait until the goods are received. In the event that an 
adjustment becomes necessary, it may be made in connection with 
a succeeding payment. 

Some concerns make it a policy to take all cash discounts; others 
may be unable to do this because of lack of working capital. In any 
event, procedure in handling invoices should be such that the 
essential facts relative to cash discounts are called to the attention 
of the proper party. 

As a first step in the treatment of invoices, they should be sent 
to the purchasing agent in order that the description of the items 
thereon may be compared with the items shown on the duplicate 
copy of the purchase order. As a next step, it may be desirable to 
check the invoice against the goods when these are received. If, 
however, it is thought to be desirable not to permit the clerk who 
checks the goods to see the invoices, he may be required to submit 
a separate report which then can be compared with the invoice. 
This plan requires him to exercise greater care in describing and 
accounting for the merchandise in question. 

When the invoice, properly checked as to goods received, is 
turned over to the accounting department, procedure varies 
according to the manner in which accounts with creditors are kept. 
If a voucher system (to be explained later) is in effect, a definite 
routine will be followed. If a voucher system is not in use, the 
procedure may vary somewhat, but it is likely that the invoices will 
be kept in a tickler and no entry made on the books until a check 
is issued in payment. 

The forms shown above are those used in connection with pur- 
chasing of raw materials or merchandise. When a concern is 
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engaged in manufacturing, there may be specialized forms em- 
ployed in connection with the requisitioning of materials from 
storeroom to factory and also in connection with the manufacturing 
process itself. These, however, are of such a character that the 
student may properly defer their consideration until he is prepared 
to pursue a course in cost accounting. It is proper, therefore, to 
consider next some of the most commonly used forms employed in 
connection with selling or marketing. 

MARKETING 

Marketing is that activity whereby merchandise manufactured, 
or otherwise secured, is sold. The marketing function is of great 
importance. Unless a sufficient volume of sales can be achieved, it 
Is impossible to make a profit because fixed charges, such as 
interest and depreciation, cannot be reduced. It is possible only 
to mention some of the more important aspects of the work of the 
marketing function. 

In case of retail establishments, it is the almost universal custom 
when a sale is made, whether for cash or on account, for the sales 
clerk to make out a sales ticket in duplicate. This is usually done 
by having the sales tickets printed in pads and numbered con- 
secutively. Thus the original ticket may be on white paper 
and the duplicate on yellow paper. A carbon paper is inserted 
between these in order to permit making both copies with one 
writing. 

The purpose of the sales ticket is to provide the vendor with a 
record. The duplicate is given to the vendee. The vendee may 
preserve all duplicates and compare them with the monthly state- 
ment sent him at the close of the month. If the sale is on account, 
the original copy of the sales ticket kept by the vendor serves as a 
basis for charging the vendee’s account on the vendor’s books. If 
the sale is for cash, the ticket serves as a basis for making an entry 
for cash sales for the day. Sometimes, in case of cash sales, the only 
record the customer receives is a slip printed in a cash register. Gash 
registers are so devised as to make sales distributions according to 
whatever divisions may seem necessary. In Fig. 105 is shown a form 
of sales ticket. 
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Fig. 105 








186 


Modern Practical Accounting — Elementary 

Delivering goods is an important part of marketing. Today 
there are many agencies which may be employed for this purpose. 
The merchant may own his own delivery equipment or he may 
depend upon various specialized agencies whose services he can 
employ, such as parcel post, the railroad express, motor transports, 
freight services of various kinds, air transportation, etc. 

When a concern sells to a customer frequently during the month, 
it is customary to summarize the sales at the end of the month by 
sending to the customer a monthly statement. Thus, the One-Stop 
Service Station would send to each credit customer at the end of 
the month a monthly statement similar to the one shown in 
Fig. 106. 

In connection with the shipping of merchandise, various papers 
are employed, depending upon the manner in which the goods are 
shipped. Thus, if shipment is made by freight, a bill of Jading is 
issued. Bills of lading are of two kinds, straight and order. Order 
bills of lading are negotiable, whereas straight bills of lading are 
not negotiable. Bills of lading are issued in triplicate. The shipper 
receives the original copy, the transportation company keeps the 
second copy, and the third copy is sent to the buyer. 

If goods are sent by express, the shipper receives an express 
receipt which he keeps until he learns that the goods have been 
delivered in proper condition. 

Frequently goods are shipped to customers and a sight draft is 
attached to the order bill of lading which is sent to a bank situated 
in the town in which the vendee resides. The bank upon receipt of 
these papers notifies the vendee who secures the bill of lading by 
paying the sight draft. He is thus enabled to secure the goods. 

CONTROLLING 

The controlling function is concerned primarily with account- 
ing. For this reason the officer in charge of the accounting work is 
sometimes called the controller. Since accounting is the subject 
matter of this book, detailed attention need not be given here to 
the controlling function. Its position in the general organization of 
the business may, however, be noted. It may be regarded as 
coordinate with other primary functions of the business or it may 
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be made subordinate to the financing function. The controlling 
function bears a heavy responsibility toward the other functions in 
the sense that it must afford accurate information relative to all 
costs and expenses. Great benefits result through proper coordina- 
tion of the functions of the controlling division with the functions 
of other divisions. 


FINANCING 

The financing function of a business is concerned with the 
problem of providing adequate funds for operation. It is evident 
that business itself must provide funds needed for current require- 
ments. This results from the turnover of merchandise at a price in 
excess of all costs, thus providing a margin of profit. There are 
occasions, however, when this normal provision of capital through 
operations does not meet the requirements. For example, if a 
concern is about to launch upon a program of expansion, requiring 
the expenditure of large sums of money in the construction of new 
buildings and equipment, it may be necessary to make special 
arrangements. These arrangements usually take the form of sales 
of bonds or stocks, but sometimes temporary arrangements may 
be made by securing large sums of money from banks, these 
obligations in turn being liquidated when securities are sold. 

There are, of course, current problems constantly arising which 
require the attention of the officer in charge of financing — usually 
the treasurer. He must so manage that there is always a sufficient 
amount of cash in the bank and on hand to meet current require- 
ments. Owing to seasonal variations in sales and purchases tem- 
porary shortages of cash may necessitate the making of short-term 
loans at banks. This is a service which banks are expressly fitted 
to perform and for which the charge is usually reasonable. 

To summarize, it may be stated that the financing function is 
one of great importance as a means of providing for the current 
operations of the business and as a means of arranging for unusual 
requirements from time to time. 

Financing bears a close relationship to accounting since it 
depends upon accounting for accurate information relative to the 
handling of all funds. 
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PERSONNEL 

Detailed attention need not be given to the personnel function. 
The man in charge of personnel has as his duty the employment 
of men, their welfare during employment, and their dismissal or 
retirement. Much depends upon the efficiency with which the per- 
sonnel function is operated. The cost of a high rate of labor turnover 
is large. An efficiently organized business will usually see to it that 
this cost is reduced to a minimum. 

Negotiable Instruments. Thus far, attention has been given 
only to papers used to promote transactions but which are of no 



Fig. 107 


value in themselves. This is true, for example, of sales tickets and 
invoices. It is now necessary to give some attention to papers which 
actually represent wealth and which in a sense tend to increase the 
amount of available money. As a result of long experience, what 
are known as negotiable instruments have come to occupy an 
important place in business. At least 90 per cent of all business 
transactions in the United States involve the use of credit instru- 
ments. The essential factor of a negotiable instrument is that it may 
be transferred readily from person to person and thus may be made 
to serve as a means of transferring wealth. Many contracts are 
assignable but are not negotiable. The following types of negotiable 
instruments will be discussed: (1) notes, (2) drafts, (3) checks, 
(4) trade acceptances. 

1. Notes. The Uniform Negotiable Instruments Law defines a 
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promissory note as “an unconditional promise in writing made by 
one person to another, signed by the maker, engaging to pay on 
demand, or at a fixed or determinable future time, a sum certain 
in money, to order or to bearer.” A form of promissory note is 
shown in Fig. 107. 

The promissory note illustrated in Fig. 107 can be negotiated 
by R. K. Morris in one of several ways. If he writes the following 
on the back of the instrument: 


Pav to Ronald Green or 
order 

R. K. Morris 


he is said to have made a special indorsement in favor of Ronald 
Green. The transferee, Ronald Green, will have to indorse it before 
it can be negotiated again. The protective feature of such an 
indorsement is obvious. 

If Morris indorses the back of the note as follows: 


I R, K. Moms I 

he is said to have indorsed in blank. This indorsement makes the 
instrument payable to bearer and is perhaps the most common 
form of indorsement. After such an indorsement has been made, the 
instrument may be transferred from hand to hand without further 
indorsement, but for purposes of additional security it is usually 
required of each holder that he indorse before transferring the 
instrument to the next party. 

If R. K. Morris indorses as follows: 


Without recourse 
R, K, Morris 

he is said to make a qualified indorsement. He transfers title to the 
instrument but avoids liability thereon. He becomes a mere 
assignor. The negotiability of the instrument is not impaired by 
such an indorsement. If R. K. Morris indorses as follows: 
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Pay lo O R Best Jor 
collection 

R. K Morns 

he is said to have made a restrictive indorsement. Under the 
Uniform Negotiable Instruments Law a restrictive indorsement is 
one which “(1) prohibits further negotiation of the instrument, or 
(2) constitutes the indorsee the agent of the indorser, or (3) vests 
the title in the indorsee in trust for or to the use of some other 
person.” 

If R, K. Morris indorses as follows: 


Pay to Older of G K. Noith 
upon completion of West Stadium 
R K. Morns 

he is said to have made a conditional indorsement. The Uniform 
Negotiable Instruments Law states that “where an instrument is 
conditional, a party required to pay the instrument may disregard 
the condition and make payment to the indorsee or his transferee, 
whether the condition has been fulfilled or not. But any person to 
whom an instrument so indorsed is negotiated, will hold the same, 
or the proceeds thereof, subject to the rights of the person indorsing 
conditionally.” 

2. Drafts. The Uniform Negotiable Instruments Law defines a 
draft or bill of exchange as “an unconditional order in writing 
addressed by one person to another, signed by the person giving it. 
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requiring the person to whom it is addressed to pay on demand or 
at a fixed or determinable future time a sum certain in money to 
order or to bearer.” 



Los Angeles, Cal , June 2, 19 — 

The ABC National Bank 

Pay to the order of Arthui Gould 

$25.00 

Twenly-Five and OOIIOO 

Dollars. 

To CDE National Bank 


New York, N. Y. 

C. D York, Cashier 


Fig. 109 


According to place of payment drafts are foreign or inland. A 
foreign draft or bill of exchange is one payable in a country or 
state other than that in which it was drawn. As to time of payment, 
drafts may be classified variously. A sight draft is one payable upon 
presentation. A time draft is one which is payable after a certain 
length of time has expired, A form of sight draft is shown in 
Fig. 108 and in Fig. 109 is shown a form of sight draft drawn on 
a bank. 

3. Checks. The Uniform Negotiable Instruments Law defines a 
check as “a bill of exchange drawn on a bank payable on demand.” 
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Checks are subject to practically the same legal rules as are other 
drafts. A form of check is shown in Fig. 110. A cashier’s check is 
one drawn against a bank and signed by the cashiei of the bank. 
Cashiers’ checks are used by the bank in paying its own obligations 
and also to remit sums of money for other purposes. 
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Fig 111 


4. Trade Acceptances. A trade acceptance is a bill of exchange 
drawn by the seller on the buyer of the goods sold and accepted 
by such buyer. The distinguishing characteristic is the fact that it 
contains on its face a statement to the effect that it arises out of the 
purchase of goods by the acceptor. This makes the instrument more 
readily available for rediscount purposes. A form of trade accept- 
ance is shown in Fig. 111. 




Chapter 1 1 


ACCOUNTING FOR NOTES AND 
DRAFTS 


In Chapter lO a discussion of notes, drafts, and checks was 
presented, but no attempt was made to explain the accounting 
treatment of these important instruments. In some lines of business 
the open account serves most of the credit purposes in buying and 
selling, but in other lines of business it is the custom to employ 
so-called credit instruments. For example, sales of retail stores on 
account are made almost invariably without the use of notes and 
drafts, the expectation being that settlement will be made in a 
relatively 'short period of time, usually 30 days. It is notably diffi- 
cult, however, to discount or sell open accounts receivable; so 
where it is desirable to avoid tying up too much capital in customers’ 
accounts it may be necessary to employ credit instruments which 
can be discounted readily and perhaps rediscounted. 

To illustrate, suppose that a sale amounting to $100.00 is made 
to John Jones on open account. The only practicable procedure is 
to retain Jones’s account on the concern’s books until he pays. 
Even if all accounts are settled, say, in 30 days, there results a 
considerable investment in the form of such accounts. Now suppose 
that instead of selling to Jones on open account, the concern 
requires Jones to give his note for $100.00 due in 30 days without 
interest. Such a note is readily discountable at the concern’s bank, 
and if the concern is in need of working capital it can discount as 
many such notes as it has available. The trade acceptance can be 
used in much the same way as the note and in some respects is even 
superior to the note since it is subject to rediscount by the bank. 
In other words, the trade acceptance not only helps to keep the 
concern’s working capital in liquid form, but it also makes it 
possible for the bank to keep its assets in liquid form. 

It is true that there are financial companies which make a prac- 
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tice of purchasing or discounting open accounts receivable; how- 
ever, business men are averse to having recourse to such companies 
except as a last resort because the sale or discount of customers’ 
accounts is regarded as undesirable practice and an indication of 
poor credit standing. 

Whether or not specially designed records must be used in 
connection with notes, drafts, and trade acceptances depends upon 
the frequency with which such instruments are employed. Some 
explanation of such records will be found later on in this chapter. 

Notes Receivable. Notes receivable are accepted at the time a 
sale is made, and the amount of the note is ordinarily the amount 
of the transaction. A note receivable may or may not bear interest 
from date. If it does not bear interest from date, it is understood 
that it begins to bear interest at maturity in case the maker fails to 
pay at maturity. A noninterest-beaxing note is therefore worth 
something less than its face value, since the holder of the note must 
wait until maturity to collect. If the note bears interest from date, 
it may or may not be worth its face value, depending upon the rate of 
discount used to determine its present worth. The time element for 
most notes is not sufficiently important to make it impossible to re- 
gard the face value of the note as its present value. A series of illus- 
trations will be presented for the purpose of explaining the 
accounting principles involved in their treatment. 

Illustration 1. Assume that the Sullivan Company sells merchan- 
dise wholesale under three possible arrangements, namely, (a) open 
account, (b) taking the customer’s note, and (c) taking the cus- 
tomer’s trade acceptance. To illustrate each of these procedures 
three sales are assumed, as follows: 

1. A sale to G. B. North on open account, IfSO.OO, terms 2/10, 
n/30. 

2. A sale to H. K. Best, $200.00. Best’s note for $200.00 is due 
in 30 days, without interest being taken. 

3. A sale to George Morris for $75.00. Morris accepts a trade 
acceptance sent him by the Sullivan Company. This acceptance is 
payable 60 days after date. 

The entries on the books of the Sullivan Company are as 
follows: 
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(7) 


G. B. North {Accounts Receivable) SO.OO 

Sales 

For sale on account, terms 2l 10, net 30. 

( 2 ) 

Notes Receivable 200.00 

Sales 


For tale to H. K. Best, his note due in 30 days without interest 
being taken. 

(3) 

Trade Acceptances Receivable 75,00 

Sales . . 

For sale to George Morris, his acceptance due in 30 days being 
taken. 


SO.OO 


200.00 


7.1.00 


It is unnecessary to indicate in detail the entries to be made in 
each of the three cases if payment is received at the proper time. 

Illustration 2. When G. B. North pays his account in full within 
the discount term the entry is as follows; 

Cash 39.00 

Sales Discount 1.00 

C. B. North (Accounts Receivable) .10.00 

for payment in full. 


When H. K. Best pays his note at maturity the entry is: 

Cash 200.00 

Notes Receivable 200.00 

For payment in full of note. 


When George Morris pays his acceptance at maturity the 
entry is: 

Cash 75.00 

Acceptances Receivable 75.00 

Foi payment of acceptance. 

Illustration 3. It is possible that the Sullivan Company may find 
it neeessary to obtain additional funds before any of the obligations 
received in Illustration 2 mature. It then becomes necessary to 
determine what procedure can be followed to secure funds. As has 
been explained, it is usually both difficult and undesirable to 
attempt to sell open accounts, therefore the Sullivan Company is 
not likely to do anything with G. B. Nortffis open account. The 
note received from Best can be discounted but it is not available 
for rediscount at a bank. The trade acceptance received from 
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Morris can be discounted and rediscounted and therefore repre- 
sents the most desirable means of obtaining funds, providing the 
amount thereof is sufficient. If the company decides to discount 
Best’s note and the discount amounts to ifS.OO, the entry is as 


follows; 



Cash . ... 

197 00 


Interest Expense . . 

300 


Noie^ Receivable Discounted. 


20000 


For dtscQunl of note oj H K Best due * 

If the Sullivan Company decides to discount the trade accept- 
ance given by George Morris, the entry is practically the same as 
for the note shown above, except that the credit may be made to 
an Acceptances Receivable Discounted account instead of to a 
Notes Receivable Discounted account. In event of the discounting 
of either the note or the acceptance the Sullivan Company must 
indorse the instrument and thus render itself contingently liable 
thereon. This contingent liability ceases if the party primarily 
liable on the instrument pays it at maturity. 

Suppose that in the foregoing illustration Best fails to pay the 
note at maturity and that the Sullivan Company is compelled to 
pay the bank. In that case the following entry is required on the 
books of the Sullivan Company; 


Notes Receivable Discounted 

200.00 


Cash 

For payment oJ dishonored note of H. K. Best. 


200 00 


The Sullivan Company must now decide whether it will con- 
tinue to carry Best’s note in the Notes Receivable account or 
whether it will charge the amount of the note back to Best’s open 
account. If it is decided to continue the obligation in the form of 
notes receivable, it may be desirable to transfer it to an account 
entitled Notes and Acceptances Receivable Past Due account. The 
entry to accomplish this would be: 

Notes and Acceptances Receivable Past Due . , . 200 00 

Notes Receivable . ... 200 00 

To Transfer dishonored note to proper account. 

If, on the other hand, it is decided to charge the amount of the 
note back to Best’s open account the entry is as follows; 
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H K Besl {Accounts Recewabk) 

Notes Receivable 

To charge dishonored note to Best's open account 


20000 


197 

200 00 


Illustration 4. When a note is dishonored, it is necessary to pay 
certain expenses connected with the handling of the dishonored 
note. As a rule, such notes are protested and the person or concern 
compelled to pay the note must pay the protest fees also. To 
illustrate, assume that John Jones accepts from George Watkins 
the note of Alexander Brown in settlement of a debt of $300.00. 
The note does not bear interest. At maturity it remains unpaid, 
and in order to hold the indorser, George Watkins, it is necessary 
for John Jones to protest the note. Assuming that the protest fee 
amounts to $1.00 and that John Jones decides to charge the note 
to the open account of Alexander Brown, the lollowing entry is 
made on John Jones’s books: 

Alexander Brown {Accounts Receivable) 301.00 

j\ otes Receivable 300 00 

Cash. 100 

To charge dishonored note and protest Jees to the account of 
Alexander Brown. 

Since Jones has paid a note upon which Watkins is liable as 
indorser, he may sue Watkins, and if he recovers he should make 
the following entry; 

Cash 30100 

Alexander Brown {Accounts Receivable) 301.00 

For amount recovered from George Watkins as indorser on note of 
Alexander Brown 

When Watkins pays this amount he charges it to the account of 
Alexander Brown from whom he must collect. The entry on 
Watkins’ books is as follows; 

Alexander Brown {Accounts Receivable) . . . . 301 00 

Cash , , . 301.00 

For payment of dishonored note of Alexander Brown. 

Notes Payable. Notes payable represent the liability of the 
issuing concern, whereas notes receivable are assets. Perhaps the 
two most frequent uses of notes payable are: (a) to reflect indebted- 
ness for the purchase of merchandise or other materials and {h) to 
make use of bank credit. 
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Illusiration 7. Assume that Gessler and Son purchase merchan- 
dise from the Southern Wholesale Company and give a note due 
in two months for the amount of the purchase, S400.00, with 
interest from date at 6 per cent. When the note is issued, the entry 
is as follows; 

Purchases 400.00 

Notes Payable 400,00 

Note due in two months to Southern Wholesale Company^ interest 
from date at 6 per cent. 


When the note is paid at the end of the period of two months, 
the entry is: 

Note! Payable 400.00 

Interest Expense 4.00 

Cash 404.00 

For payment of note given to Southern Wholesale Company. 


Of course, if the Southern Wholesale Company has negotiated 
the note by discounting it at a bank or transferring it to a third 
party, payment will be made to the person who owns the note. It 
is the duty of the person who owns the note to present it for pay- 
ment. If the note indicates a place at which payment shall be made, 
the holder must be prepared to accept payment at such place. 

Illustration 2. One of the principal functions of commercial banks 
is to discount notes and acceptances for customers, thus affording 
the capital required to bridge periods of financial stringency. Such 
stringency frequently is seasonal in character, passing upon the 
disposition of the merchandise the purchase of which is made pos- 
sible by securing credit at banks. When a commercial bank dis- 
counts paper for its customers, its profit is derived in the form of the 
discount which it charges for the service which it performs. If the 
amount loaned by the bank is large, it will require some form of 
security from the borrower. The borrower’s promise is reduced to 
the form of a note payable which specifies the terms of the loan. The 
bank discounts this note by first computing the interest thereon at 
the agreed rate and then deducting this interest from the amount of 
the note. The difference, or proceeds, is then credited to the cus- 
tomer’s checking account or is paid to him in cash. 

If the note discounted bears interest from date, the amount upon 
which the bank discount is computed is found by adding the inter- 
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est, from date to date of maturity, to the principal of the note. This 
is the amount which the bank then discounts. If the note does not 
bear interest, the bank discount is computed on the face amount of 
the note. Interest rates and discount rates are not necessarily the 
same. A note may be discounted at any time between date of issu- 
ance and date of maturity. 

Illustration 3. John Jones accepts from R. T. Norris a note for 
^500.00 due in three months without interest. Mter one month 
Jones discounts the note at a bank, the discount rate being 7 per 
cent. The entry is as follows: 

Cash 494.17 

Interest E>.pense . . .... 5.S3 

Hates Receivable Discounted 500.00 

To discount Norris' note due in two months, the discount rate 
being 7 per cent. 


Illustration 4. To show the procedure in case the note bears inter- 
est from date, it may be assumed in the preceding illustration that 
the note bears interest at 6 per cent and that it is discounted at 
7 per cent. The entry is as follows: 


Interest Expense 

Interest Income 

Notes Receivable Discounted 

For note of R. T. Norris, due in 3 months, bearing interest at 
6 per cent, and discounted 2 months before maturity at 7 per cent. 


501.58 

5.92 

7.50 

500.00 


When Norris pays the note, John Jones makes the following 
entry: 

Notes Receivable Discounted 500.00 

Notes Receivable 500.00 

For R. T, Norris' note paid at bank. 


Should Norris fail to pay the note at maturity Jones makes the 
following entry: 


Notes Receivable Discounted 

Interest Income 

Cash 

For payment of dishonored note of R. T. Norris. 


500.00 

7.50 

507..50 


Next, it is necessary for Jones to charge the account of R. 1’. 
Norris, as follows: 
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R, T. J\''onis {Accounts Receivable) , 507.50 

Xotes Receivable . . 500.0Q 

Interest Income . . . . 7.50 


Tb charge dishonored note of R. T. Norris to his personal account. 

Drafts. Drafts are either time drafts or sight drafts. A time draft 
is one payable at a specified time after date of issuance, or after date 
of acceptance. A sight draft is one which is payable upon presenta- 
tion. Checks are a form of sight draft, being payable upon presenta- 
tion at the bank on which they are drawn. Aeccptance is necessary 
to fix liability on time drafts, but it is not necessary to fix liability 
on sight drafts. 

When the drawee of a bill of exchange aecepts it, this is indica- 
tive of his willingness to pay. An acceptance must be in writing and 
must be signed by the drawee. The acceptance must be to pay in 
money. The acceptance is not effective until the acceptor redelivers 
the bill to the holder or notifies him of- the acceptance. The word 
acceptance ordinarily means acceptance completed by delivery or 
notification. A general acceptance is one which assents to the order 
of the drawer without any qualification. A qualified acceptance is 
one which changes the effect of the bill as drawn. The accounting 
treatment of sight drafts and of time drafts will be illustrated. 

Illustration 7. Since no entry is necessary in connection with sight 
drafts until payment is made, no accounting problem arises other 
than that which is connected with the receipt and disbursement of 
cash. Perhaps the most common use of the sight draft is in connec- 
tion with the shipment of goods which are to be released by the 
transportation company only upon presentation of a bill of lading 
by the buyer. The bill of lading with sight draft attached is sent to 
the buyer’s local bank, which in turn notifies the buyer. He then 
appears at the bank, pays the sight draft, and secures the bill of 
lading. It is evident that this amounts to nothing more than cash 
payment for the goods and should be so treated on the buyer’s 
books. To illustrate, assume that Smith and Brown, in St. Louis, 
receive an order for a shipment of merchandise amounting to 
$500.00, from Lord and Lord, in Mobile. The Smith and Brown 
Company ship goods to Mobile and send the bill of lading with 
sight draft attached to a Mobile bank. The bank notifies Lord and 
Lord, who then pay the draft and secure the bill of lading. The bank 
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deducts its commission from the amount received and then remits to 
Smith and Brown the proceeds. Smith and Brown make the follow- 
ing entry, assuming that the bank deducts $1.00 to cover collection 


costs. 

Cash -ICOM 

Colleclion Expense 1.00 

Lard and Lord {Accounts Receivable) 500.0U 


For sight draft of Smith and Brown paid at Mobile Ffational 
Bank. 

Illustration 2. When time drafts are used the liability of the 
drawee dates from his acceptance of the draft; therefore no entry 
need be made on the books of any of the parties involved until 
acceptance occurs. 

To illustrate, assume that Morris and Son sell merchandise, 
$1,000.00, to Arthur Sullivan. Sullivan draws a draft on James 
Eastman, due 60 days after acceptance. James Eastman accepts on 
January 15, which makes the date of maturity March 16. The 
entries on the books of the parties involved at date of acceptance are 
shown below. 

(1) On books of payee (Morris and Son): 

January 15 


Notes Receivable 1^000.00 

Arthur Sullivan {Accounts Receivable) f 000.00 


For draft due Match 16^ accepted by James Eastman. 


(2) On books of drawer (Arthur Sullivan) : 

January 15 


Morris and Son {Accounts Payable) 1,000.00 

James Eastman {Accounts Receivable) 1,000.00 


For draft accepted by James Eastman on January 15, payable to 
Morris and Son, maturing March 16. 


(3) On books of drawee (James Eastman) : 

January 15 

.Arthur Sullivan {Accounts Payable) 1,000.00 

Notes Payable 1,(X)0.00 

For draft accepted for Arthur Sullivan payable to Morris and Son 
on March 16. 


When James Eastman pays the draft on March 16, the entries 
are as follows: 
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(1) On books of payee (Morris and Son); 


Cash 

Notes Receivable 


March 16 


i,ooom 


hOOO.OQ 


(2) On books of drawer (Arthur Sullivan); 
No entry. 


(3) On books of drawee (James Eastman); 

March 16 


Notes Payable 1,000.00 

Cash 1,000m 


In the event that James Eastman fails to pay the draft at its 
maturity, March 1 6, Morris and Son will have the draft protested. 
This protesting serves as official recognition that the note has been 
dishonored. In order that the party secondarily liable, that is, 
Arthur Sullivan, may be held, it is necessary that the notary public 
before whom the draft was protested give him notice. The entries at 
this time on the books of the various parties are as follows; 

(1) On books of payee (Morris and Son); 

March 16 


Arthur Sullivan {Accounts Recfivable) 1,002.00 

Motes Receivable 1,000.00 

Cash 2.00 


For dishonored draft and protest fees charged to drawer. 


(2) On books of drawer (Arthur Sullivan) ; 

' March 16 


James Eastman {Accounts Receivable) 1,002.00 

Cash 1,002.00 


To charge dishonored draft and protest fees to drawee. 


(3) On books of drawee (James Eastman) ; 

No entry. 



Chapter 12 

THE CORPORATION 


Nature of the Modern Corporation. The modern corporation 
is the result of an evolutionary process which has had as its purpose 
the devising of a form, of business organization suitable to the re- 
quirements of industry and trade. Since corporations exist only by 
consent of the state, the manner in which their formation and con- 
trol are provided for in the laws of the state is a matter of importance- 
Formerly, corporations were organized only by special act of legis- 
lature, but today all of the 48 states have so-called general incor- 
poration laws. These vary greatly as to content, but the student who 
investigates them will find that a few states are leaders in the way of 
introducing new methods of control. Naturally, these leading states 
are the ones in which there has occurred a large degree of commer- 
cial or industrial development. 

Modern industry is of such a character as to make necessary the 
employment under one management of great amounts of capital. 
Sometimes millions of dollars are thus employed. This means that 
the management of capital is not exercised by the owners. As a 
result, it becomes necessary to devise forms of organization which 
can be well managed even though they employ millions of dollars in 
their activities. Most of these organizations must be able to report 
satisfactorily to the real owner of the capital which they employ. In 
sole proprietorships most of the capital is provided by the pro- 
prietors and this is largely true also of partnerships. The corporation 
is peculiarly adapted to the requirements of present-day society 
because it enables all classes of people to become owners of industry. 
It is because of this situation that it is necessary for the student of 
accounting not only to understand those accounting procedures 
which are peculiar to the corporation, but also to have some 
knowledge of the manner in which corporations are formed and 
operated. 
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The student will do well to memorize the famous definition 
written by Chief Justice Marshall: “A corporation is an artificial 
being, invisible, intangible, and existing only in contemplation of 
law.” This means that a corporation is created by man through the 
enactment of proper laws. It also means that corporations are legal 
in character, being dependent upon the laws under which they are 
created. It may be surprising to learn that corporations are invisible 
and intangible, but this is true. The possessions of a corporation are 
visible and tangible, but the corporation itself is not. 

Incorporation Procedure. Sometimes corporations are incor- 
porated in states other than the states in which they operate, but 
this is the exception rather than the rule. Of course, where a corpo- 
ration does business in several states, it becomes more or less a 
matter of choice as to which state shall be chosen for incorporation 
purposes. There are several considerations involved in arriving at a 
choice. In some states the tax burden is heavier than in other states. 
Other things being equal, the state imposing the least amount of tax 
will be chosen. There are, however, other important factors. Some 
states are quite liberal in the grant of powers which they make to the 
corporation. Here again the state which grants the wider powers is 
likely to be chosen. Some states require more extensive reports tlian 
-do others. Naturally, since the preparation of reports is costly, states 
requiring elaborate reports are not likely to be favored for incor- 
poration purposes. The general character of the state’s legislation 
relative to corporations must be taken into consideration. In some 
states this legislation will be found to be progressive and up to date; 
in other states it may be found to be antiquated and inadequate. As 
a rule, three incorporators are required. Each of these must be of 
age and must be competent to contract. 

The Corporation Charter. The charter, or articles of incorpo- 
ration, is a contract between the corporation and the state. It is 
necessary to file an application for a charter with the secretary of 
state. Sometimes this application is known as the articles of incor- 
poration. The secretary of state may provide blank forms for this 
purpose, but this is not necessarily the case. In some states, for 
example, the application is simply a typewritten document which 
becomes the charter when it has been approved by the secretary of 
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state. The state in which incoi'poration is sought will require the 
submission of certain information relative to the proposed corpora- 
tion. Since the information thus required differs in different states, 
the following should be regarded merely as typical, not as illustra- 
tive, of procedure in any particular state. 

1. The name of the corporation must be stated. Care should be taken to see 
that this does not conflict with the name of any other corporation in the state 
in question. 

2. The object or objects for which the corporation is to be formed must be 
explained. Corporations cannot be established to carry on illegitimate work, and 
they must also limit their activities to the powers prescribed in the charter. 

3. The requirements of the corporation as regards capital stock must be set 
out in the application for a charter. This request for capital stock must be in 
accordance with the provisions of the state law. The state law will indicate what 
classes of stock may be issued as, for example, stock having a par value and stock 
having no par value. The amount of stock authorized in the charter is the amount 
which the corporation may issue. Any stock issued in excess of the amount author- 
ized is invalid. The number of shares of stock of each class and the par value 
thereof, if the stock has a par value, must be indicated. If the stock is of no par 
value, tlie facts relative thereto must likewise be set forth. 

4. Most states provide that a corporation cannot begin business unless it has 
a minimum paid-in capital stock. Thus if the minimum paid-in capital stock is 
set at $1,000.00, this means that stock having a value of $1,000.00 mu.st be sold 
in order to provide funds for operation. Unless this amount of stock can be 
sold the corporation cannot come into existence. 

5. The location of the office of the corporation must be stated in the appli- 
cation. This must be somewhere in the slate of incorporation, but business offices 
of the corporation may be established in other states. 

6. The provisions of the state law relative to corporate duration must be 
adhered to. Some states grant charters in perpetuity, others definitely limit the 
life of the corporation. 

7. The names and addresses of the incorporators must be given together 
tvith the number of shares of stuck to which each subscribes. It may be required 
also to state the names and addresses of the directors. If the state law prescribes 
a minimum number of directors such requirement must be adhered to. 

The fee charged by the state for incorporation is usually naade a 
percentage of the par value of the stock or a given amount per share 
of the capital authorized. The application for a charter becomes a 
contract when it has been approved by the secretary of state. This 
contract has as parties the state on the one hand and the corporation 
on the other hand. The provisions of the charter must be adhered to 
by the corporation, otherwise the charter may be withdrawn by the 
state. Amendment of the charter involves much the same procedure 



206 Modern Practical Accounting— Elementary 

as obtaining the original charter, and a fee is required in this 
connection. 

After the corporation has been established, it is necessary to hold 
an organization meeting at which by-laws are adopted. The by- 
laws may be said to supplement the charter and must be in agree- 
ment with the charter as well as with the constitution of the state. 
Details which cannot be properly incorporated in the charter may 
be properly incorporated in the by-laws. It may be said, therefore, 
that the charter sets forth the fundamental facts relative to incorpo- 
ration, whereas the by-laws contain details specifying how officers 
shall be elected and dismissed, as well as indicating their duties. 
Also, there may be detailed specifications relative to matters of 
internal management of the corporation. The following quotation is 
from Pnmte Coiporations, section 639, by Clark and Marshall: “The 
office of by-laws is to prescribe rules for the government of the 
corporation, and to regulate the conduct and define the duties of 
the members towards the corporation and between themselves.” 

The purpose of by-laws is not to give the corporation additional 
powers, but to enlarge upon the powers granted by the charter by 
specifying in detail how such powers may be exercised. The by-laws 
may, however, limit powers granted by the charter, as, for example, 
prohibitingofficers from performing acts which fall within the powers 
conferred by the charter. 

Certain rules may be followed to test the validity of any particu- 
lar by-law. These are: (1) reasonableness, (2) consistency with 
charter, (3) legality, (4) vested rights of stockholders which cannot 
be impaired by by-laws, (5) manner of adoption. To be valid, by- 
laws must be adopted in the manner prescribed in the charter or in 
the laws of the state. 

Detailed provisions which should appear in the by-laws are: 

1. The time and place of the annual meeting as well as provision for special 
meetings. 

2. What shall constitute a quorum at meetings of stockholders and how 
stockholders’ meeting shall be organized. 

3. How voting shall be carried on at meetings of stockholders. 

4. The number of directors and the term of their office When and where 
meetings of the board of directors shall be held and how notice of such meetings 
shall be given. 
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5. How a quorum shall be determined at meetings of directors. 

6. How contracts may be made and approved. 

7. The appointment and tenure of the various officers, such as president, 
vice-president, treasurer, secretary, and controller. 

8. How checks and drafts shall be issued. 

9. How certificates of shares of stock shall be signed. 

10. How dividends shall be paid and the policy of the corporation in this 
connection relative to preserving sufficient working capital. 

11. How the by-laws may be amended. 

12. Corporate policies relative to indebtedness. 

13. Corporate policies relative to expansion of plant and equipment. 

Classes of Corporations. Corporations may be classed in various 
ways. Only a few of these will be indicated here. As regards the 
relationship which corporations bear to the public, they may be 
classified as; (1) public corporations, (2) private corporations. 

A public corporation is one which is organized to carry on a 
function essential to the public welfare, such as the governments of 
cities, counties, and states. Public utilities wlfich are privately 
owned are not public corporations. A private corporation is one 
owned by individuals and operated for their profit. In this group 
may be included most of the corporations which are engaged in 
manufacture, trade, and transportation. 

As regards the manner in which corporations are owned, they 
may be classed as: (1) stock corporations, (2) nonstock corporations. 

In a stock corporation ownership is evidenced by shares of 
stock. Most of the corporations which carry on the country’s busi- 
ness are of this type. Nonstock corporations are not organized for 
profit. Frequently, they are owned by the public, but there are 
many exceptions to this rule. Illustrations of nonstock corporations 
are hospitals and libraries. 

As regards the state of incorporation, corporations are either: 
(1) domestic, (2) foreign. 

A corporation is said to be domestic in the state in which it is 
incorporated and foreign in other states; thus a corporation organ- 
ized in Missouri is domestic in Missouri but foreign in Illinois. 

Capital Stock. The capital stock system is employed by prac- 
tically all corporations engaged in business for profit. Notwith- 
standing criticisms which may be passed upon it, it possesses dis- 
tinct advantages. Capital stock is synonymous with ownership, and 
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if one person owned all of the capital slock of the corporation, he 
would be the sole owner. Capital stock should be distinguished from 
capital stock certificates which are simply the evidence of stock 
ownership. If a capital stock certificate should be destroyed, the 
interest of the stockholder in the corporation would not be affected. 
The division of capital stock into shares makes it possible to secure 
wide distribution of ownership. A stock certificate may represent 
one or many shares of stock. 

The amount of the authorized stock is expressed in the charter. 
The amount authorized is the amount which can be issued, but the 
entire amount authorized need not be issued. It is sometimes a 
matter of convenience to have authorized but unissued stock which 
can be sold when an emergency makes necessary additional funds. 

The creditors of a corporation are entitled to consider the out- 
standing capital stock as a fund for their protection. This has given 
rise to the trust fund theory of capital stock, in accordance with 
which the capital stock is regarded as a fund held in trust for the 
payment of the company’s debts, should it be unable to meet these 
debts in the usual manner. This theory is no longer looked upon as 
an absolute principle, but rather as a rule of procedure. 

Frequently, the expression jtefedra/^zte/is encountered. It is the sum 
below which capital cannot be reduced without incurring personal 
liability for debts on the part of those who authorize the reduction. 

Much has been said about the impairment of capital stock through 
payment of dividends. Many of the state statutes contain provisions 
prohibiting use of anything except surplus to pay dividends. The 
purpose of such statutes is to prevent the impairment of capital. 

Capital stock is the means to an important end, namely, the 
acquisition of cash, property, and services required in the prosecu- 
tion of the work for which the company is organized. There is an 
important technical difference between capital and capital stock 
which the student of accounting must recognize. Capital is the 
excess of assets over liabilities. This may be either greater or less 
than the amount of the capital stock. It is possible that at the very 
commencement of a business capital stock and capital may be of 
equal amount, but this is a condition which soon changes because 
of the accumulation of profit or the incurring of a deficit. 
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Capitalization must also be distinguished from both capital and 
capital stock. The term usually means the capital of a company plus 
its bonded indebtedness. The expression capital structure is sometimes 
used to mean the same as capitalization. The capitalization of a 
certain important American concern as stated in a recent corpora- 
tion report is as follows: 


Funded Debt. . $10^600,000.00 

7 )^ 2 % Accumulative Preferred Stock 3,827,300.00 

7% Preferred Stork 642,700.00 

Special Employee's 8% Preferred Slock 179,740.00 

Prior Preferred Stock of a Subsidiary 1 ,000,000.00 

Common Stock 9,810,000.00 

Surplus 3,852,053,00 


The capitalization of another important American concern was 
reported recently as follows: 

Common Stock $60,998,000.00 

Preferred Stock . 50,000,000.00 

Funded Debt 47,591,400,00 


The issuance of shares of stock varies somewhat with circum- 
stances. In a small company the secretary may act as transfer agent; 
hence it is his duty to supervise the original issue of shares of stock. 
Large corporations appoint a trust company to act as transfer 
agent, although there are exceptions to this rule. Also it is custom- 
ary to appoint a registrar, whose duty it is to see that the amount 
authorized is not exceeded by the amount issued. The authority of 
the board of directors is necessary for the appointment of both of 
these agents. Sometimes, but not usually, the duty of registrar and 
transfer agent are performed by the same trust company. 

Capital Stock Classified. Capital stock may be classified and 
described in various ways. For present purposes, the following out- 
line will be followed: 

1 . Common 

2. Preferred 

a) Cumulative 

A) Non-cumulative 

c) Participating 

d) Non-participating 

3. Redeemable 

4. Voting 

5. Guaranteed 
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When there is but one kind of stock, it is customary to regard it 
as common stock. The word common, however, has more significance 
when it is used in connection with the \'/ovd preferred. This is because 
common stock and preferred stock are the two most common classes 
of stock issued by American companies and because the preferred 
stock is made to differ from the common stock by one or more 
preferences, such as a preference as to dividends, or a preference as 
to assets, or both. Sometimes voting rights are given to one class of 
stock and not to another class. Since the introduction of no-par 
value stock, a preference as to dividends is sometimes given to other 
than preferred stock. Thus there might be two classes of common 
stock, namely, A and B, the A stock possessing certain privileges with 
reference to dividends which render it the equivalent of preferred 
stock. 

Sometimes preferred stock is cumulative. This means that if 
profits are not available for the payment of a dividend in a given 
year, this dividend must be made up when profits of following years 
permit. Preferred stock is cumulative unless specified to the con- 
trary. Preferred dividends in arrears do not bear interest unless it is 
specifically so provided. Sometimes there is a provision to the effect 
that after a period of years, preferred stock which has been non- 
cumulative becomes cumulative. This arrangement enables the 
company to become well established before the cumulative provi- 
sion becomes effective. 

Participating preferred stock shares equally with the common 
stock after the preferred dividend has been paid. To illustrate, 
assume that Company X has outstanding 6 per cent participating 
preferred stock amounting to $100,000.00. It also has outstanding 
$100,000.00 of common stock. Assuming that there is available for 
dividends surplus amounting to $15,000.00, this would be dis- 
tributed as follows: 


6 Per Cent Preferred Dividend 6,000.00 

4]/i Per Cent Common Dividend 4,500.00 

4}^ Per Cent Participating Dividend or Ptef erred Stock 4,500.00 


15,000.00 

\ - 
The redemption privilege sometimes attaches to preferred stock. 
This may be permitted by the law of the state but in the absence of 
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such legislation there is no reason why a corporation cannot make 
its preferred stock redeemable. This should be provided for in the 
charter of the corporation. The power of a corporation to redeem 
its preferred stock is likely to prevent the stock from going much 
above its redemption value on the market because investors hesitate 
to pay more for the stock than may be returned to them should the 
company decide to exercise the redemption privilege. Whether 
stock, once redeemed, may be reissued depends upon statutes and 
charter provisions. Some corporations follow the policy of setting 
aside a sinking fund to redeem preferred stock. When this is done 
the amount set aside is usually dependent upon earnings. 

Common stock possesses the voting privilege unless it is spe- 
cifically denied. By law it is now customary to give each share one 
vote, although formerly each shareholder possessed but one vote, 
regardless of the number of shares owned. One man may control a 
corporation if he owns a majority of the voting stock, Preferred 
stock frequently is denied the voting privilege but with the proviso 
that it will be granted the voting privilege if the preferred stock 
dividend is passed. 

Guaranteed stock is stock the dividend upon which is guaran- 
teed by another company. Guaranteed stock arises usually from the 
desire of one company to control a smaller company of strategic val- 
ue. Sometimes guaranteed stock ranks as a high-grade investment. 

A description of capital stock would be incomplete without 
some explanation of dividends. In a sole proprietorship the owner 
possesses great freedom relative to the question of retaining or not 
retaining profits in the business. In partnerships there are naturally 
more restrictions relative to the withdrawal of funds because of the 
necessity of equitably treating each partner. It is customary, for 
example, where a partner draws in excess of his share to charge 
interest on the excess drawings. In case of corporations, ownership 
and management are separated sinee the stockholders own the 
business and the directors manage it. Nevertheless the directors 
represent the stockholders and must pursue such policies as appear 
to be in their interest. The board of directors possesses wide dis- 
cretionary powers. It lies with the members’ judgment how much of 
the profits shall be distributed as dividends and how much shall be 
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retained in the business. If the corporation is following a program of 
expansion, the directors will naturally follow a conservative policy 
in paying dividends. It may properly be said that the dividend pol- 
icy of a corporation rests upon the judgment of the board of directors. 

Where there are two or more cla.sses of stock, dividend policies 
become matters of .special interest because of the necessity of treat- 
ing each class of stockholders in accordance with the contract 
formed by the corporation when they purchased their stock. 

Usually dividends are paid in cash, but there are many excep- 
tions to this rule. Also, dividends usually are paid quarterly, al- 
though occasionally semiannually. Sometimes dividends are paid in 
property, stock, or scrip. A scrip dividend takes the form of a prom- 
issory note and bears interest. The issuing company agrees to re- 
deem it at a later date. Scrip dividends are issued when a company’s 
cash position renders it inadvisable to pay cash dividends. 

Stock dividends are paid by issuing a share of stock for a given 
number of outstanding shares. Thus, if a 25 per cent stock dividend is 
declared, one share is issued for each four shares outstanding. The 
only significant effect of a stock dividend is to increase the number 
of units representing net worth. A regular dividend is one paid each 
year with the expectation of continuing to pay it. Special dividends, 
on the other hand, are not expected to be continued but represent 
a distribution made because of temporarily excessive profits. 

Management. In both sole proprietorships and partnerships, 
management is exercised directly by the owners. In a corporation, 
management is delegated to the board of directors and officers. It is 
impossible for the many stockholders, sometimes thousands, to take 
any very active part in management, except where a stockholder 
happens to be a director or an officer. It may be said therefore that 
the exercise of authority in corporations is divided among three 
groups of people, namely, the stockholders, the directors, and the 
officers. The duties of each group are distinct, however. The stock- 
holders own the corporation but delegate practically all powers 
of management to the board of directors. The board of directors 
in turn elects the officers who attend to the supervising of the details 
of daily routine. Management will therefore be considered under 
three heads, namely: (1) stockholders, (2) directors, (3) officers. 
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1, Stockholders. As has been stated the stockholders are the owners 
of the corporation. As a consequence, they are interested in its 
management. For evident reasons, however, they cannot participate 
actively in management because of the infrequency of stockholders’ 
meetings and the usually large number of the stockholders. They 
make their authority felt through the board of directors which they 
elect at the first stockholders’ meeting. 

The relation of a stockholder to his corporation is not the same 
as that of a partner to his partnership. A stockholder may, for 
example, sue his corporation and for ordinary business purposes he 
deals at arm’s length with his corporation. 

It is customary for stockholders to meet annually and at such 
other times as special meetings may be necessary. If a stockholder 
does not attend the meeting, he may vote by proxy, that is, he may 
sign an authority giving another person the right to vote whatever 
number of shares he owns. Frequently, this power is given to the 
corporation’s secretary. Also, frequently, the matters to be brought 
before the stockholders’ meetings are largely or entirely settled in 
advance, in which case the meetings are little more than formal 
affairs held in order to meet the statutory requirements. 

If stockholders become dissatisfied with the management exer- 
cised by the board of directors, their only remedy is to elect a board 
more nearly in agreement with their desires. 

Provision for the annual meeting of the stockholders may be 
found in the statutes, the charter, or the by-laws. If special meetings 
of the stockholders are held, no business can be transacted at these 
meetings except as specified in the notice of the meeting. The date 
of the annual meeting ol stockholders should be set with reference to 
the close of the corporation’s fiscal year. This makes possible a 
review of the year’s work and enables the stockholders to take such 
action with respect thereto as seems necessary. The by-laws usually 
contain detailed provisions relative to time and place of the anmial 
meeting. The time of the annual meeting is usually specifically pro- 
vided for, but if not it must be determined by the corporation. 

If there are statutory requirements relative to stockholders’ 
meetings these must be observed. Thus, the law of one state requires 
that the annual meeting be held within 90 days after the end of the 
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corporation’s fiscal year; also that a written or printed notice 
stating the place, day, and hour of the meeting shall be mailed by 
the secretary at least 1 0 days before the meeting. Regardless of the 
fact that the charter or by-laws may specify the time and place of 
the annual meeting, it is customary to send written notice thereof 
to each stockholder. 

The right to vote is perhaps the most important of a stock- 
■ holder’s rights. Among other rights belonging to the stockholder are 
the right to sell or transfer his stock, to receive dividends, to inspect 
the corporation’s books, and to share in the assets of the corporation 
when liquidation is necessary. 

2. Directors. The board of directors is the managing body of the 
corporation and, acting as a board, they look after the affairs of the 
corporation in the interest of the stockholders. Within a reasonable 
time after election, the board of directors must assemble in order to 
begin conducting the corporation’s affairs. One of the first duties of 
the board of directors is the election of officers. As individuals the 
directors cannot transact the corporation’s business. Only when 
they act as a board are their acts valid. It is insufficient to secure 
the assent of the majority of the board of directors separately; they 
must act as an assembled body. 

Directors are subject to a number of liabilities. They should not 
pay dividends out of capital, although they are not liable to credi- 
tors if they do so, acting in good faith and without negligence. If 
they should pay dividends out of capital, fraudulently, or as a result 
of gross negligence, they become personally liable to creditors. The 
foregoing common law rule has been changed by statute in prac- 
tically all states. Thus in some states it is provided that if directors 
pay dividends when the corporation is insolvent or in doing so cause 
it to become insolvent, those assenting thereto are held liable to 
creditors for the debt due at the time the dividend is declared. In 
many states the law requires that dividends shall be paid only from 
profits and in some states it is further provided that profits so em- 
ployed must arise from the company’s business. The following is 
quoted from section 58 of the New York Stock Corporation law: 

No stock corporation shall declare or pay any dividend which shall impair 
its capital or capital stock, nor while its capital or capital stock is impaired, nor 



215 


The Corporation 

shall any such corporation declare or pay any dividend or make any distribution 
of assets to any of its stockholders, whether for a reduction of the number ol its 
shares or of its capital or capital stock, unless the value of its assets remaining 
after the payment of such dividend, or after such distribution of assets, as the 
case may be, shall be at least equal to the aggregate amount of its debts and 
liabilities including capital or capital stock, as the case may be. 

The board of directors is the managing body of the corporation. 
The directors serve as trustees or agents of the corporation and in 
this capacity manage the corporation’s affairs for the benefit of the 
stockholders, whose interests they always seek to advance. The 
following paragraph quoted from Cook on Corporations sets forth 
clearly the powers and limitations thereon of the board of directors. 

All contracts of a corporation are to be made by or under the direction of 
its board of directors. The board of directors make corporate contracts by a regu- 
lar vote of the board; or by authorizing an agent to make them; or by allowing 
an agent to assume and exercise that power; or by accepting a contract or its 
benefits after it has been made by an unauthorized agent. And in all cases the 
board of directors, and not the stockholders, nor the president, secretary, treas- 
urer, or other agent, is the original and supreme power in corporations to make 
corporate contracts. The stockholders, indeed, have very few functions. The board 
of directors have the widest of powers. All of the various acts and contracts which 
a corporation may enter into are entered into by and through the board of 
directors. The board of directors make or authorize the making of the notes, bills, 
mortgages, sales, deeds, liens, and contracts generally of the corporation. They 
appoint the agents, direct the business, and govern the policy and plans of the 
corporation. The directors elect the officers, and in this connection it may be 
added that ‘at common law there is no limit to the number of offices which may 
be held simultaneously by the same person, provided that no one of tliem is in- 
compatible with any other,’ They institute, prosecute, compromise, or appeal 
suits at law and in equity which the corporation brings or has brought against 
it. But there are limitations on their powers. If the board of directors attempt to 
do an act or make a contract which the corporate charter does nqt give the cor- 
poration the power to do or enter into, then any stockholder may enjoin that act 
or contract. Moreover, the directors can contract and act only as a board, duly 
notified and assembled. The members of the board cannot agree separately and 
outside of the meeting and thereby bind the corporation. Nor can a minority of 
the board meet and bind the board. A majority must be present, and then a 
majority of that majority binds the corporation. A single director has no power 
to contract for the corporation. 

3. Officers. The by-laws almost always contain provisions relative 
to the election and duties of officers. The chief executive officer of the 
corporation is the president. He is the presiding officer at stock- 
holders’ meetings and meetings of the board of directors, unless 
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there is a chairman of the board, in which case the president pre- 
sides only in the latter’s absence. The following provisions relating 
to the president are found in the by-laws of a large American 
corporation: 

The president shall be chosen by the Directors from their own number, for 
the first year, and at their first meeting after their election in each year. 

In the absence of the Chairman of the Board he may preside at all meetings 
of the Directors, and he may call any meeting of the Board of Directors. He may 
at his discretion attend any meeting of the Executive Committee, or any other 
committee of the Board, whether or not a member of such committee. 

All certificates of stock and all contracts and obligations of the Company 
shall be signed by him, except as the Board of Directors or the By-laws of the 
Company shall, from time to time, authorize and direct other officers permitted 
by law so to do, to sign such certificates of stock, contracts or obligations. 

He shall have general management, subject to the control of the Board of 
Directoi's, of the business of the Company, including the appointment of all 
officers and employees of the Company, for whose election or appointment no 
other provision is made in these By-laws; and shall have the power, at any time, 
to discharge or remove any officer or employee of the Company, subject to 
the action thereon of the Board of Directors, and shall perform all other duties 
appertaining to his office. 

In addition to the president, there may be one or more vice- 
presidents, a treasurer, a secretary, and a controller. If there is a 
vice-president, he will be vested with special powers, either in the 
by-laws or by the board of directors. The treasurer’s duty is to take 
care of the funds of the company. He sees that proper records of 
receipts and disbursements are kept. In a general way he exercises 
supervision over the company’s accounts. He frequently is em- 
powered to sign the company’s checks. He reports to the president. 
The duty the secretary is to keep the official records of the cor- 
poration. He must record all proceedings at stockholders’ and 
directors’ meetings. Consequently, he must attend all meetings of 
these bodies. He keeps the corporation seal and when necessary 
affixes the seal to important instruments. The controller may or 
may not be an officer, but the tendency is to dignify the controller- 
ship by making the controller an officer. He has direct charge of the 
accounting system. If he is not an officer, he may report to the 
treasurer. If he is an officer, he will report to the president. 
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Features of Corporation Accounting. The student beginning 
the study of corporation accounting should bear in mind that in so 
far as principles are concerned it does not differ from other account- 
ing. Corporation accounting is to be distinguished from sole 
proprietorship and partnership accounting only as regards the 
manner in which certain procedures peculiar to corporations must 
be recorded. The difference occurs in connection with the treat- 
ment of net worth. As has been explained, the original contribution 
of the stockholders takes the form of the purchase of capital stock; 
whereas, in the case of sole proprietorships and partnerships, the 
original contribution of the proprietor or partners takes the form of 
credits to the proprietor’s or partners’ capital accounts. Whereas, in 
case of sole proprietorships and partnerships, the balance of the 
Profit and Loss account is carried to the proprietor’s Capital ac- 
count or to the partners’ Capital accounts, in the case of the corpo- 
ration the balance of the Profit and Loss account must be carried to 
a Surplus account. It may be said, therefore, that the Capital 
Stock account or accounts and the Surplus account are the distin- 
guishing characteristics of corporation accounting. 

There are bound to be variations in procedure in corporation 
accounting under varying conditions. Some corporations have 
hundreds or thousands of stockholders, whereas in the case of other 
corporations, the stock is closely held by a few stockholders. It is 
evident that whereas one or more subordinate stock ledgers would 
be needed to record the holdings of many stockholders, such an 
arrangement would be unnecessary where the capital stock is 
closely held. 

Likewise, there will be found variations as regards the classes of 
capital stock issued or issuable. The situation is simplest where there 
is but one kind of stock outstanding. It becomes more complicated 

217 



218 


Modern Practical Accounting — Elementary 

as additional types of capital stock are issued. Sometimes, for 
example, preferred stock having a par value is issued in connection 
with common stock with no par value. Sometimes two classes of 
preferred stock are found. Sometimes so-called “A” and “B” stocks 
are issued in addition to common stock. In the following pages the 
fundamental principles of accounting, as they apply to the more 
common situations, will be explained and illustrated. 

Issuance of Capital Stock. The issuance of capital stock, to- 
gether with certain variations thereon, will be discussed under three 
heads, namely: (1) par value stock, (2) preferred stock, (3) no-par 
value stock. 

1 . Issue of Par Value Stock. Let us assume that the Johnson 
Corporation has authorized a capital stock of $100,000.00, consist- 
ing of 1,000 shares, each having a par value of $100.00 

Illustration 1. Assuming that only the capital stock actually issued 
is to be entered on the books and assuming that 500 shares of stock 
are sold on March 1 for cash equivalent to their par value the entry 
to record this sale is: 

March 1 

Cash 50,000.00 

Capital Stock 50,000.00 

For sale of 500 shares of capital stock at par to the following 
persons; 

G. B. West, 300 shares iO, 000.00 

R. B. Cutter, 100 shares 10,000.00 

S. B. Landis, 75 shares . 7,500.00 

K. M. Morgan, 25 shares 2,500.00 

Under this plan of making an entry only for the stock sold, the 
capital stock account appears as in Fig. 112. 

Capital Stock 

I March 1 50,000.00 

Fig. 112 

Note that the correct balance in the Capital Stock account 
shows the par value of the stock actually sold. 

Illustration 2. Assume the same facts as in Illustration 1, but that 
the capital stock is subscribed on March 1 and that payment is 
received on March 15. The entries would be as follows: 
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March 1 

Subscriptions 30,000.00 

Subscribers • • • • 50,000.00 


To record subscriptions to 500 shares oj capital stock at par as 
follows: 

G. B. West, 300 shares 30,000.00 

R. B. Cutler, 100 shares 10,000.00 

S. B. Landis, 75 shares 7,500.00 

K. h'. Morgan, 23 shares 2,500.00 

March 15 

Cash 

Subscriptions 

For payment of subscriptions to slock made on Match 1. 

March 75 

Subscribers 

Capital Stock 

For issuance of capital stock subscribed March 7 and paid on 
March IS. 


50,000.00 

30,000.00 


50 , 000.00 

50,000.00 


Illustration 3. Assume the same facts as in Illustration 1 , but that 
the entire amount of the authorized capital stock is to be set up in 
the ledger accounts. The entry to show this is as follows: 

March 1 

Unissued Capital Stock 100,000.00 

Authorized Capital Stock 100,000.00 

For amount of stock authorized in charier, namely, 1,000 shares 
having a par value of 100.00 each. 


Next, assume that on March 1 subscriptions are received on 
one-half of this stock. The entry is; 

March 1 

Subscriptions 30,000.00 

Unissued Capital Stock 50,000.00 

For subscriptions to 500 shares of stock at par as follows: 

G. B. West, 300 shares 30,000.00 

R. B. Cutler, 100 shares 70,000.00 

S. B. Landis, 75 shares 7,500.00 

K. PI. Morgan, 25 shares 2,500.00 


Assuming that the subscriptions are paid in full on March 15, 
the entry is; 

March 15 

Cash 50,000.00 

Subscriptions 50,000.00 

For payment of subscriptions entered on March 1. 
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Next, the following entry should be made: 

Unissued Capital Stock 50J)00.00 

Capital Stock 50^000.00 

For amount of stock actually issued. 


The Authorized Capital Stock account now shows a credit 
balance of $100,000.00 and the Unissued Capital Stock account 
shows a debit balance of $50,000.00. On the balance sheet the facts 
regarding capital stock may be set forth as shown in Fig. 113. 


Authorized Capital Stock 

Less: Unissued Capital Stock. . . 
Capital Stock Outstanding 


Fig. 113 


100,000.00 

50,000.00 

50,000.00 


It would be correct to show capital stock of $50,000.00 as one 
item on the balance sheet, but the procedure shown in Fig. 113 is 
preferable because it indicates not only the amount of capital stock 
outstanding, but also the amount authorized but not yet issued. 

2. Issue of Preferred Stock. In the preceding illustrations only 
one kind of stock was issued. Where two or more classes of stock are 
issued, it becomes necessary to designate each kind by its appro- 
priate name. The entries are the same, however, as those already 
shown, except that separate entries must be made for each class of 
stock or if the issue of two or more classes of stock is made at one 
time the entries made are combined in the form of compound 
journal entries. 

To illustrate, assume that the Johnson Corporation has author- 
ized by its charter $100,000.00 of common stock and $100,000.00 of 
preferred “A” stock. Assume further that $50,000.00 of each class of 
stock is subscribed on March 1 and paid for on March 15. Following 
the method illustrated above in Illustration 3, the entries on the 
books of the Johnson Corporation are shown below: 

March 1 

Unissued Common Stack 100,000.00 

Unissued Preferred “A” Stock .' 100,000.00 

Authorized Common Stock 100,000.00 

Authorized Preferred “A" Stack 100,000.00 

For amount of stock authorized in charter, namely, 1,000 shares of 
common stock, having a par value of 100.00 each and 1,000 
shares of preferred “A" stock, having a par value of 100.00 each. 
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Assuming that on March 1 subscriptions are received on one- 
half of each class of stock, the entry is: 


March 7 

Subscriptions to Common Stock 

Subscriptions to Prejened “.4” Slock 

I Jnissued Common Slack 

Umssued Prejerred '‘j4” Slock 

For subscriptions to 500 shares of common stock at par and to 500 


shares of prejened "a” stock as follows: 

Common 

R. T. Martin 200 shares 

B. K. Lord ... 100 shares 

R. N. Morris ... 150 shares 

N. K. North 50 shares 

Prejened “.4” 

A. R. Southern ISO shares 

B. G. Cutter 150 shares 

N. L. East 150 shares 

N. K. Portor 50 shares 


50,000.00 

50,000.00 

50,000.00 

50,000.00 


Assuming that the subscriptions are paid in full on March 15, 


the entry is: 

Cash 100,000.00 

Subscriptions to Common Stock 50,000.00 

Subscriptions to Prejened “.4” Stock 50,000.00 

For payment of subscriptions enleied on March 1. 

Next, the following entry should be made: 

Authorized PTeJerred stock 50,000,00 

Authorized Common Stock. 50,000.00 

Preferred ‘M” stock 50,000.00 

Common Stock 503000.00 

For amount of stock actually issued. 


On the balance sheet the facts relative to capital stock author- 
ized and issued may be shown as set forth in Fig. 114. 


Authorized Common Stock 

Less: Unissued Common Stock 

Common Stock Outstanding 

Authorized Prejerred “j4” Stock 

Less: Umssued Preferred “A” Stock 

Prejerred “A” Stock Outstanding 

Fig. 114 


100,000.00 

50.000. 00 

50,000.00 

100 . 000 . 00 
50,000.00 

50,000.00 


Installment Sale of Capital Stock. Frequently, capital stock is sold 
with the provision that the amount of the subscription is to be paid 
in installments. This provision makes it easier for the subscriber to 
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secure the required funds and enables the corporation usually to 
obtain money as it is needed. As a rule, the dates on which succeed- 
ing installments are due are specified in the terms of sale, but some- 
times the “call” may be issued at any time. The disadvantage from 
the point of view of the subscriber is that a “call” maybe issued at 
any time. The subscriber is given a I’eceipt for each installment paid, 
and upon the payment of the final installment and the surrender of 
his receipts the subscriber receives his stock certificate. 

Illustration 7. Assume that A. K. Jones subscribes for 50 shares of 
the common stock of the McArthur Company at par on August 1, 
Installments are to be paid as follows; 25 per cent at time of sub- 
scription; 25 per cent on September 1; 25 per cent on October 1; 
25 per cent on November 1. 

Following the plan used in Illustration 3, above, the entries are 
shown below. 


Subscriptions to Common Stock 

Umssued Common Stock 

Foi subset tption of A. A'. Jones to 50 shares of common stock at par. 


5,000.00 


5,000.00 


August 1 

Cash 1,250.00 

Subscriptions to Common Stock 1,250.00 

For payment of 25 per cent by A. K. Jones on stock subscription. 

August 15 

Call Numbei 1 

Subscriptions to Common Stock 

For issuance of Call Number 1 to A. K. Jones for 25 per cent of 
his subscription. 

September 1 

Cash 

Call Number 1 

For payment of Call Number 1. 

September 15 

Call Number 2 

Subscription to Common Stock 

For issuance of Call Number 2 to A. K. Jones. 


October 1 




Cash 


1,250.00 


Call Number 2 

For payment of Call Number 2. 

October 15 


1,250.00 

Call Number 3 

Subscriptions to Common Stock 

For issuance of Call Number 3 to A. K. Jones. 


1,250.00 

1,250,00 


1,250.00 

1,250.00 


1,250.00 

1,250.00 


1,250.00 

1,250.00 
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November 1 

Cash 1^50.00 

Call Number 3 1,250.00 

For payment of Call Number 3. 

Nouember 1 

Authorized Capital Stock 5,000.00 

Capital Stock 5,000.00 

For stock issued to A. K. fanes. 


Discount on Stock. Many of the states prohibit the sale of capital 
stock at a discount, on the theory that the par value of the stock 
represents a kind of trust fund which should be held inviolable for 
the benefit of the creditors of the corporation. Obviously, when 
capital stock is issued for assets other than cash, there exists the 
possibility that these assets may be overvalued, thus resulting in a 
situation equivalent to the issuing of capital stock at a discount. It is 
a universal requirement that capital stock having a par value shall 
be shown on the books at its par value, not at a sum greater or less 
than par value. In a few instances the state corporation laws permit 
the sale of par value capital stock at a discount. 

It is evident that when capital stock is sold at a discount, the par 
value of the capital stock does not reflect the true amount of net 
worth resulting from such sale. If, for example, a share of stock 
having a par value of 55100.00 is sold for $90.00, the contribution to 
net worth is $90.00; therefore the discount of $10.00 represents a 
sum which should be deducted on the balance sheet from the par 
value of the stock. Assume that a corporation has issued a total of 
$100,000.00 of par value capital stock at a discount of 10 per cent, 
or $10,000.00. The facts should be expressed on the balance sheet 
as shown in Fig. 115. 

Capital Stock {par value) . 100,000.00 

Less discount 10,000.00 90,000.00 

Fig. 115 

Even though the stock of a corporation may be issued regularly 
at a discount, the stockholder may still be held liable to creditors in 
the event of the insolvency of the corporation. 

Illustration 1. Assume that the Barnes Company sells $50,000.00 
of capital stock at a discount of 5 per cent. The entry at the time of 
sale is as follows: 
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Cash 47,500.00 

Discount on Capital Slock 2,500.00 

Capital Stock 


For sale of capital stock, par value 50,000.00 at a discount of 
5 per cent. 


50,000.00 


Theoretically this discount of $2,500.00 should remain per- 
manently on the books in order to make clear the fact that the 
capital stock, having a par value of $50,000.00, was sold for 
$47,500.00. In case of prosperous corporations, there is a tendency 
to cancel the Discount account against Surplus, apparently on the 
theory that the Discount account reflects an unfavorable financial 
situation. It is believed that when the true meaning of discount is 
better understood, this tendency will disappear and that the Dis- 
count account will be regarded as a Valuation account to be 
related to the Capital Stock account and to be deducted on the 
balance sheet from the par value of capital stock outstanding. 

Premium on Capital Stock. There is no legal restriction against capital 
stock issued at a premium. Although the amount of the premium is 
usually credited to a premium on Capital Stock account, this is, 
in reality, a division of capital surplus and should be so indicated. 

Illustration 7. Assume that the Apex Corporation issues $50,000.00 
par value of capital stock at a premium of 5 per cent. If sold for 
cash the entry is as follows: 

Cash 52,500.00 

Capital Stock 50,000.00 

Premium on Capital Slock 2,500.00 

For sale of 50,000.00 of capital stock at a premium of 5 per cent. 


Sometimes the Premium on Capital Stock account is closed into 
Surplus, but the preferable procedure is to carry it permanently in 
the Premium on Capital Stock account. On the balance sheet the 
showing of premium on capital stock is as illustrated in Fig. 116. 

Capital Stock 50,000.00 

Add: Premium on Capital Stock 2,500.00 52,500.00 

Fig. 116 

Complete Illustration. In order to illustrate the various prin- 
ciples discussed in preceding pages, an illustration will be given in 
which the steps are combined and status of the ledger accounts shown. 
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Assume that the Western Company has authorized in its 
charter SlOO, 000.00 of common stock and $50,000.00 of 6 per cent 
preferred stock. The $50,000.00 of the common stock is subscribed 
for on January 15 at a discount of 5 per cent and is paid for in three 
installments as follows : 

February 15 30.00 per share 

March 15 30.00 per share 

April 15 35.00 per share 

The entire amount of the preferred stock is subscribed for at a 
premium of 10 per cent and is paid in two installments, as follows: 

February 15 50.00 per share 

March 15 60,00 per share 

The entries to record these transactions are shown below. Fol- 
lowing the entries are the ledger accounts which result as they appear 
after all entries are posted. 

January 15 

Unissued Common Stock 100,000.00 

Unissued Preferred Stock 50,000.00 

Authorized Common Stock 100,000.00 

Authorized Preferred Stock . 50,000.00 

For stock authorized in charier. 

January 15 

Subscriptions to Common Stock 47,500.00 

Subscriptions to Preferred Stock 55,000.00 

Discount on Common Stock 2,500.00 

Premium on Preferred Stock 5,000.00 

Unissued Common Stock 50,000.00 

Unissued Preferred Stock 50,000.00 

For subscription. 

February 1 

Call No. 1 {Common) 15,000.00 

Subscriptions to Common Stock 15,000.00 

Call No. 1 {Preferred) 25,000.00 

Subscriptions to Preferred Stock 25,000.00 

February 15 

Cash 15,000.00 

Call No. 1 {Common) 15,000.00 

Cash 25,000.00 

Call No. 1 {Preferred) 25,000.00 

March 1 

Call No. 2 {Common) 15,000.00 

Subscriptions to Common Stock 15,000.00 

Call No. 2 {Preferred) 30,000.00 

Subscriptions to Preferred Stock 30,000.00 
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Cask 

Call No, 2 {Common) 

March 15 

15,000.00 

15,000.00 

Cash 

Call No, 2 {PreJerTed) 


30,000.00 

30,000.00 

Authorized Ftejerred Stock 

Preferred Stock 

March 15 

50,000.00 

50,000.00 

Call No. 3 (Common) 

Subscription to Common Stock. . . 

April 1 

17,500.00 

17,500.00 

Cash. . 

Call Mo. 3 (Common) 

April 15 

17,500.00 

17,500.00 

Authorized Common Stock 

Common Stock 

April 15 

50,000.00 

50,000.00 


Unissued Common Stock 


Jan. 15 

Authorized 

.... 100,000.00 1 Jan. 15 Subscriptions 

Unissued Preferred Stock 

. . . 50,000.00 

Jan. 15 

Authorized 

. . . . 50,000.00 1 Jan. 13 Subscriptions 

. . . 50,000.00 



Authorized Common Stock 


Apr. 15 

Common 

. ... J0,00(?.00| Jan. 75 

. . . 100,000.00 



Authorized Preferred Stock 



Mat. 15 Preferred 50,000.00 \ Jan. 15. 


50,000.00 


Subscriptions to Common Stock 


Jan. 

15 

Unissued. . . 

47,500.00 

Feb. 1 

Call No. 1 

. . . . 13,000.00 





Mar. 1 

Call No. 2 

.... 15,000.00 




1 

Apr. 1 

Call No. 3 

17,300.00 




Subscriptions to Preferred Stock 


Jan. 

15 

Unissued. . . . 

55,tW.(%l| 

\Feb. 1 
Mar. 1 

Call No. 1 

Call No. 2 

.... 25,000.00 

. . . 30,000,00 



Mar. 15 


50,000.00 
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3. Capital Stock OF No Par Value. Since no-par-value stock by 
its very nature has no fixed value as does par value stock, it is 
impossible to make an entry debiting Unissued Capital Stock and 
crediting Capital Stock Authorized. Also there can be no premium 
or discount involved in connection with the sale of no-par stock. It 
is simply necessary to credit the Capital Stock account with the 
amount of the subscription. When payment is naade, Gash is 
debited and Subscriptions account is credited. 

Illustration /. Assume that the fronton Company incorporates 
with an authorized capital stock of 50,000 shares of no-par-value 
stock on March 25. Subscriptions are received to 25,000 shares of 
this stock at $15.00 per share. 

Suhscriptions 375,000.00 

Pfo-Par Value Camman Stock 373,000.00 

For subscriptions to 25,000 shares of slock at 15.00 per share. 


If payment is received on March 30, the entry is as follows: 

Cash 375,000.00 

Subscriptions 375,000.00 

For pyimeni in full of subscriptions entered on March 25. 


Assume next that 10,000 additional shares are subscribed for at 
$20.00 per share on July 1 and paid for on July 10. The entries are 
as follows; 

Subscriptions 200,000.00 

No-Par Common Stock 200,000.00 

Foi subscriptions to 10,000 shares at 20.00 per share. 

July 10 

Cash 200,000.00 

Subscription! 200,000.00 

For payment in full of subscriptions to 10,000 shares at 20.00 per 
share. 


The facts relative to the no-par common stock of the Ironton 
Company are shown on the balance sheet as at July 31, as illus- 
trated in Fig. 117. 

Authorized No-Par Stock 50,000 shares 

Less Unissued 15,000 

Issued 33,000 shares 375,000.00 


Fig. 117 
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Incorporation Procedure. It may be desirable to incorporate 
sole proprietorships and partnerships under certain conditions. For 
example, the feature of limited liability may appeal to these types 
of organization. Also it may be desirable to incorporate because of 
advantages which may be secured in organization and manage- 
ment. Sometimes additional funds can be secured only by first 
incorporating, thus making it possible to appeal to a larger number 
of investors. The procedure to incorporate is not essentially different 
from that which is followed by a new enterprise. An application for 
a charter must be accepted by the seci’etary of state. The proprietor 
or partners accept capitai stock in lieu of their interest in the previ- 
ously unincorporated enterprise. 

Illustration 7. Assume that John Smith is a sole proprietor 
engaged in the hardware business. He decides to incorporate under 
the name of John Smith Company. The authorized capital stock of 
this company is $50,000.00, consisting of 500 shares of a par value 
of SIOO.OO each. The date of incorporation is July 1, 19-7 and the 
balance sheet of John Smith, Sole Proprietor, as at June 30, 19-7 
is as shown in Fig. 118. 

John Smith 

Balance Sheet 

as at June 30, 19-7 


Assets 

Cash $ 2,000.00 

Merchandise 20,000.00 

-Accounts Receivable 12,000.00 

Notes Receivable 5,000.00 

Building 13,000.00 

Land 3,000.00 

Furniture and Fixtures 2,000.00 

Delivery Equipment 1,000.00 


$58,000.00 


Liabilities 


Notes Payable .... 

It 6,000.00 

Accounts Payable. 

10,000.00 

Mortgage 

6,000.00 

Net Worth 


John Smith, Capital. . 

. 36,000.00 


$58,000.00 


Fig. 118 

Entries on John Smith Company, Inc., books: 

1, 19-7 

Subscriptions 36,000.00 

Capital Stock 

To lecord Subscriptions to Capital Stock by John Smith. 


36,000.00 
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July 1, 19-7 

Cash 2,000.00 

Merchandise 20,000.00 

Accounts Receivable 12,000.00 

Notes Receivable 5,000.00 

Building 13,000.00 

Land 3,000.00 

Fwniture and Fixtures ' 2 000.00 

Delivery Equipment 1,000.00 

Notes Payable 6,000.00 

Accounts Payable 10,000.00 

Mortgage 6,000.00 

John Smith, Vendor 36,000.00 

To purchase assets and assume debts oj John Smith. 

July 1, 19-7 

John Smith, Vendor 36,000.00 

Subscriptions 36,000.00 

To settle John Smith's subscriptions. 

Closing entries on John Smith’s books: 

July 1, 19-7 

Stock of John Smith Company 36,000.00 

Notes Payable 6,000.00 

Accounts Payable 10,000.00 

Mortgage 6,000.00 

Cash 2,000.00 

Merchandise 20,000.00 

Accounts Receivable 12,000.00 

Note! Receivable 5,000.00 

Building 13,000.00 

Land 3,000.00 

Furniture and Fixtures 2,000.00 

Delivery Equipment 1,000.00 

To transfer assets and debts of John Smith to John.SmilhCompnny. 

July 1, 19-7 

John Smith, Capital 36,000.00 

Slock of John Smith Company 36,000.00 

To close books by transfer) ing stock of John Smith Company to 
John Smith. 

Records Peculiar to Corporation Accounting. In general, the 
accounting records of a corporation do not differ from those of a sole 
proprietorship or partnership. Of course, the greater size of some 
corporations makes necessary the subdivision of subordinate ledgers 
to a greater extent than is required in unincorporated enterprises; 
however, in connection with the issuance of capital stock certifi- 
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cates, it is necessary to employ certain records peculiarly adapted to 
the purpose. Below is given a brief discussion of such records. 

7. Subscriptions Journal. The entry in the Subscriptions Journal is 
made from the subscriptions blank which the subscriber signs and 
whereby he agrees to accept and pay for a certain amount of 
capital stock. A form of subscriptions journal is shown in Fig. 119. 


Subscriptions Journal 


Date 

1 

Name and Address of Subscriber ^ 

No. Shares 

S. L. 

F 

Amount 


1 






Fig. 119 


2. Subscriptions Ledger. If the subscriptions are numerous, it is 
desirable to employ a Subscriptions Ledger controlled by the 
Subscriptions account in the general ledger. Postings are made from 
the subscriptions journal to the subscriptions ledger and, of course, 
totals are carried to the controlling Subscriptions account in the 
general ledger. A form of subscriptions ledger is shown in Fig. 1 20. 

Subscriptions Ledger 


Subscriber’s Name. 
Address 


Date 

No. Shares 

Amount 

F 

Call 

Number 

Amount 

Date 

Due 

Date 

Paid 











Fig. 120 


3. Stock Certificate Book. The Stock Certificate Book contains 
blank stock certificates attached to stubs. A stock certificate is made 
out in the name of the stockholder and for whatever number 'of 
shares he has paid for in full. On the stub of the stock certificate are 
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spaces designed to contain the essential information shown on the 
certificate itself, such as the stockholder’s name, the serial number 
of the certificate, the date, and the number of shares represented by 
the certificate. 

4. Stockholders' Ledger. The Stockholders’ Ledger is controlled by 
the Capital Stock account in the general ledger. A separate account 
is carried in the stockholders’ ledger for each stockholder. In this 
account is shown the essentials relative to the stockholder’s owner- 
ship of stock. This information is posted from the stubs of the stock 
certificate book. One form of stockholders’ ledger is illustrated 
in Fig. 121. 


Stockholders’ Ledger 


When Stock 
Issued 

19— 

Certificate No. 

Stock 

Register 

Page 

No. of 
Shares 
of Stock 

DEBIT 

Old 

New 

To par value 
of stock 








Stockholders’ Ledger — Continued 


CREDITS 

Date of Transfer 

No. in 
Transfer 
Record 

Surrendered 

Certificates 

By Cash, 
Mdse, and 
Notes 

By Amt. 
of Divi- 
dends 

Month 

Day 

Year 

Num- 

ber 

No. of 
Shares 

j 









Fig. 121 


5. Stock Tranter Book. Where stock is actively transferred from 
one stockholder to another, it is necessary to keep a Stock Transfer 
Book. From this book entries are posted to the stockholders’ ledger. 
Transfers of stock have no effect on the total amount of outstanding 
stock and therefore have no effect on the Capital Stock controlling 
account. A form of stock transfer book is illustrated in Fig. 122 on 
the following page. 
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Transfer Book 


Transfer Record of the 


Surrendered Re-issued 

No. of No. of Transfer No . . . Entered on No. of No. of 

Certificate Shares Stock Register Page Certificate Shares 


Ror Value Received, hereby 

surrender Certificate No. . . . for shares of the 

capital stock of the above corporation, and hereby 


authorize the cancellation of said Certificate and the issue of 
new Certificate therefor to the following persons: 


Date 

Signed 


(Seal) 


Fig. 122 




Chapter 14 

CORPORATION ACCOUNTING 

(Continued) 

Nature of Surplus. The Surplus account is a distinctive feature 
of corporation accounting. Too often, however, it is thought of as an 
item of relatively simple character. In reality, surplus may be de- 
rived from various sources and used in various ways. In a sense, the 
Surplus account is a balancing figure, since it is the sum of the assets 
less liabilities and capital stock. 

It is evident that at the commencement of operations there can 
be no surplus if the capital stock is sold for its par value. It is 
equally evident, however, that the situation soon changes as a result 
of profits and losses made in operations. The three principal divi- 
sions of surplus are: (a) earned, (b) capital, (c) paid-in. 

a) Earned Surplus. Earned surplus is that which is derived from 
profits, whether operating or nonoperating. Naturally, the most 
frequent source of earned surplus is operating profit, and it is from 
this source that most of the surplus accumulations may be expected 
to be derived. In the sole proprietorship the operating profit is 
carried directly to the proprietor’s Capital account. In a partner- 
ship the net profit, after being divided in accordance with the 
partnership agreement, is transferred to the drawings accounts of 
the partners, which are in turn closed out into the partners’ Net 
Worth accounts. In a corporation the capital stock remains un- 
changed after it has once been issued. This is true even in the case of 
no par value stock which continues to be carried at the issuance 
price. Par value stock is, of course, carried at its par value. As a 
consequence, the net profit cannot be carried from the Profit and 
Loss account to the Capital Stock account; instead, the net profit 
(or loss) is carried to a Surplus account. This may properly be 
entitled Earned Surplus account to distinguish it from surplus 
■which may be derived from other sources. 

b) Capital Surplus. Fundamentally there are but two kinds of 

234 
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surplus, namely, earned surplus and capital surplus. For conven- 
ience, however, a third division of surplus coordinate with earned 
surplus and capital surplus is given frequently. This is paid-in sur- 
plus. Capital surplus represents all increments in value other than 
those which reflect operating or nonoperating profit, with the 
possible exception of so-called paid-in surplus which originates when 
capital stock is sold. It is the fact that paid-in surplus arises in a 
somewhat unique manner that justifies showing it as a separate divi- 
sion of surplus coordinate with earned surplus and capital surplus. 

Accountants are not entirely agreed as to the distinction be- 
tween earned surplus and capital surplus. It is believed, however, 
that wherever profit is actually realized through a sale it is well to 
regard such profit as an addition to earned surplus. Where on the 
other hand the gain is merely potential in character, such as that 
resulting from the estimated increase in value of land, such increase 
being entered on the books, the increment should be regarded as 
capital surplus. It is unnecessary to attempt at this point to indicate 
all of the sources of capital surplus. The distinction already made 
between earned surplus and capital surplus should aid in deter- 
mining which kind of surplus arises in a given situation. 

c) Paid-in Surplus. Paid-in surplus results from the payment by 
stockholders of sums in excess of the par value of capital stock. For 
example, if the X Company sells $100,000.00 of par value capital 
stock at a premium of 10 per cent, the entry for the sale is as follows; 


Cash 110,000.00 

Capital Stock 100,000.00 

Paid-in Surplus {or Premium on Capital Slock) 10,000,00 

For sale of capital stock at a premium oj 10 pet cent. 


In case of no-par value stock the entire sales price is credited to 
the Capital Stock account; hence no premium would arise even 
though the stock sold for $110.00 per share. The entry in such case 
would be as follows: 

Cash 110,000.00 

No-Par Value Capital Stock 110^000.00 

For sale of 1,000 shades of no-par value stock at 170,00. 


Banks frequently have ' a large paid-in surplus, but it is the 
exception rather than the rule for industrial corporations to carry 
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such an account on the balance sheet. Where capital stock sells at a 
discount the effect is exactly the opposite from the one resulting 
from the sale of capital stock at a premium; whereas the premium 
results in an increase in net worth, a discount results in a decrease in 
net worth. The two items may be permitted to offset each other, the 
balance representing either an addition to or a deduction from 
capital stock. To illustrate, assume that Corporation B sells 
$50,000.00 par value of capital stock at a discount of 5 per cent and 
that later it sells $50,000.00 additional stock at a premium of 10 per 
cent. The Paid-in Surplus account, which reflects premium and 
discount, then appears as shown in Fig. 123. 

Paid-In Surplus 

Capital Stock 2,500.00 j Cash 5,000.00 

Fig. 123 

Uses of Surplus. Crediting the Earned Surplus account with 
realized profits indicates that there exists a corresponding increase 
on the asset side of the balance sheet. It is only natural to infer that 
such assets are being profitably employed. Therefore the creation of 
surplus means that the assets have increased and that automatically 
benefits result. It may be said, therefore, that one of the principal 
uses of surplus is its retention in the business without being set aside 
in the form of any specific asset, Where the Surplus account shows 
only credit items, it is reasonable to assume that this surplus has all 
been retained in the business. Where there are debit items in the 
Surplus account it means either {a) that some of the surplus has 
been distributed to stockholders in the form of dividends, or {b) 
that it has been segregated as one or more reserves, or (c) that losses 
of an extraordinary character and possibly adjustments in asset 
values have been charged to the Surplus account. In case of {a) and 
ic) the surplus is reduced. In case of ib) a portion of the surplus is 
simply transferred to another account. 

To illustrate the procedure indicated above, assume that in 
19 — Corporation X carries $100,000.00, representing net profit, 
to its Earned Surplus account. Assume that in, 1 9 — an extraordi- 
nary fire loss, amounting to $10,000.00, is charged to the Earned 
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Surplus account, that $20,000.00 is set aside out of surplus as a 
reserve for betterments, and that a cash dividend amounting to 
$50,000.00 is paid. The Surplus account at the end of 19 — appears 
as shown m Fig. 124. 

Earned Surplus 

^g — Fire Lon 70 000.00 

Res. Betterments 20,000 00 

Dividend Payable 50,000.00 

Reserve for Betterments 

j 19 — Earned Surplus 20,000.00 

Fig. 124 

An examination of the Earned Surplus account shown in Fig. 
124 will indicate how earned surplus is created and how it is em- 
ployed. The sum of $250,000.00 has been transferred from the 
Profit and Loss account to the Earned Surplus account. This is the 
amount of earned surplus, created over a two-year period. Of this 
amount there remains in the business in the form of free earned 
surplus $170,000.00. In addition there remains in the business 
$20,000.00 which has been earmarked as a reserve for betterments, 
as shown in Fig. 124. The sum of $60,000.00 of earned surplus has 
disappeared. Of this amount $10,000.00 has been used to cover a 
fire loss and $50,000.00 has been disbursed to stockholders as 
dividends. 

The student should consider the preceding illustration of earned 
surplus and, in order to secure an understanding of its true charac- 
ter, note how it originates, how it may be retained in the business, or 
how it may be reduced through changes covering extraordinary 
losses and dividends. 

Free Surplus. It is desirable, first, to consider the meaning of 
what is commonly termed free surplus. It is simply the credit bal- 
ance in the Earned Surplus account. For example, in Fig. 124 the 
earned surplus is $170,000.00. Being free surplus, it is available for 
practically any use to which surplus may be put, but there are 
limitations on these uses. Among the uses of free surplus are the 
following: (1) declare dividends, (2) establish reserves of surplus, 
(3) absorb losses, (4) remain as free surplus. 


70 — Profit and Los<: . 700^000 00 

79 — Profit and Loss 750^000.00 
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Free surplus may therefore be regarded as a reservoir which may 
be drawn on for certain purposes. Regardless of the condition of the 
assets, transfers may be made from free surplus to reserve accounts 
and extraordinary losses may be charged against free surplus; how- 
ever, dividends can be declared and paid only if there is on hand 
sufficient cash, and the mere existence of free surplus is no guaranty 
that there is an equivalent amount of cash available. This is a 
matter of management; and if a corporation desires to pursue a 
certain dividend policy, it must exercise foresight in the expenditure 
of cash in order to have available the amount of cash which may be 
required for the payment of dividends. 

Surplus Reserves. The reservation of earned surplus in the 
form of so-called reserves is a matter deserving careful considera- 
tion, although the setting aside of earned surplus in the form of a 
large number of surplus reserves is usually to be deprecated. The 
establishment of certain important surplus reserves is usually an 
indication of conservatism on the part of management. Of course, 
there may be no contract requiring the establishment of a particular 
reserve, in which event the board of directors may, if they see fit, 
reverse their policy and transfer the amount in a given surplus 
reserve account back to free surplus. In some instances, however, the 
procedure may be contractual in character, as is usually the case 
when sinking fund reserves are set up. When this is the case, the 
board of directors cannot alter the provisions of the trust deed or 
other instrument which specifies how the reserve is to be treated. 

Surplus reserves will be explained and illustrated under the 
following heads : (a) contingencies, (t>) sinking funds, (c) betterments. 

a) Contingencies. If present circumstances indicate that in the 
future a certain development may occur, such development is 
termed a contingency. Contingencies are of many kinds, but inter- 
est here centers in contingent losses. If Company Y is being sued for 
an alleged infringement on a patent, it is evident that there may be 
a contingent loss because of the possibility of an adverse decision. If 
Company G is suing Company Y for $100,000.00, this represents a 
contingent liability which becomes am actual liability in case of an 
unfavorable judgment. Of course, the amount of the liability may 
be reduced below $100,000.00. Free surplus may be made to serve 
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as a protection against contingent losses, owing to the fact that free 
surplus may at any time be employed to pay a dividend. The board 
of directors may deem it advisable to set up what is known as a 
reserve for contingencies. If the board authorizes the accounting 
department to do this, the entry is as follows: 

EoTtied Surplus . 100^000,00 

Reserve for Contingencies 100,000.00 

To set aside earned surplus as a protection against possible adverse 
court decisions. 

Should the decision of the court direct the payment by Company 
Y to Corporation G of $75,000.00, the entry should be: 

Reserve for Contingencies 75 , 000.00 

Cash 75,000.00 

For payment of court judgment in favor of Corporation G. 

There now remains in the Reserve for Contingencies account a 
credit balance of $25,000.00, and since the contingency in connec- 
tion with which the reserve is set up no longer exists, this balance 
may be transferred back to Earned Surplus through the following 
entry: 

Reserve for Contingencies 25,000.00 

Earned Surplus 25,000.00 

To close balance of Reserve for Contingencies account to Earned 
Surplus account. 

There are, of course, many possible contingencies and it may be 
desirable to set up a reserve for contingencies generally. If this is 
done the Contingencies account will not be closed back into surplus 
but it will remain on the books and be charged with whatever 
unusual or extraordinary losses may occur. 

Not infrequently a contingency arises in connection with the 
discounting of notes, since indorsement of a note constitutes a 
contingent liability. Also contingencies arise in the form of accom- 
modation indorsements. 

b) Sinking Funds. Whereas reserves for contingencies are optional 
with the corporation, sinking fund reserves are rarely found except 
when specifically required under the terms of the trust deed relating 
to a bond issue. Sometimes the trust deed specifies the establishment 
of a sinking fund but makes no provision for a sinking fund reserve; 
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sometimes both are required. An illustration will show the proce- 
dure followed where both fund and reserve are required. 

Assume that Corporation O has issued bonds amounting to 
$100,000.00 and having a maturity date 10 years hence. The trust 
deed requires the payment each year into a sinking fund of 
$10,000.00 to be used for the redemption of outstanding bonds as 
the judgment of the sinking fund trustee dictates. The trust deed 
also requires the establishment of a sinking fund reserve out of 
surplus by transferring, at the end of each of the 10 years, of 
$10,000.00 from earned surplus to the Sinking Fund Reserve ac- 
count. The entry each year for the payment of $10,000.00 into the 
sinking fund is as follows; 


Sinking Fund lOfiOO.OO 

Cash 10,000.00 


For annual payment to sinking fund as required in tiust deed. 

The entry each year to carry $10,000.00 from Earned Surplus to 
the Sinking Fund Reserve account is; 

Surplus 10,000.00 

Sinking Fund Reserve 10,000.00 

For yearly addition to Sinking Fund Reserve account as required 
in trust deed. 

At the end of ten years there is $100,000.00 in the sinking fund, 
assuming that the interest earned by the fund is not added to the 
fund. This fund now is used to pay off the bond issue and the entry 
for the payment is as follows: 

Bonds 100,000.00 

Sinking Fund 100,000.00 

For redemption of outstanding bonds. 


There still remains a credit balance in the Sinking Fund Reserve 
account of $100,000.00. Since the object of the sinking fund reserve 
was merely to retain a given amount of surplus until the bonds were 
redeemed, it is in order to transfer the sinking fund reserve back to 
the Earned Surplus account through the following entry: 

Sinking Fund Reserve 100,000.00 

Surplus 100,000.00 

JFor transfer of sinking fund reset ve to Earned Surplus, the sinking 
Jund having been employed to pay off the bonds. 
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c) Betterments. Betterments are additions to assets already owned. 
They result in increased earning power and it is for that reason that 
the expenditures made on them are properly capitalized, that is, 
added to the book valpe of the asset. Frequently business enterprises 
foresee the need of future betterments and take the necessary steps 
to insure that the necessary funds will be available when it becomes 
necessary to construct or purchase such betterments. One possible 
procedure to accomplish this desired result is to set specified sums of 
cash aside. Another possible procedure is to set up what are known 
as reserves for betterments. A reserve for betterments is created by 
transferring periodically from the Earned Surplus account to a 
Reserve for Betterments account a certain sum of money. 

To illustrate, assume that Corporation K desires to establish a 
Reserve for betterments so that at the end of five years the Reserve 
for Betterments account will show a credit balance of $100,000.00. 
The sum of $20,000.00 is to be transferred each year from surplus. 
The entry at the end of each year for such transfer is as follows; 

Surplus . .... . . 20,000.00 

Reserve Jor BeUerments , 20,000,00 

For yearly conlribulion lo Reserve Jot EeUetmenls account. 

The creation of the Reserve for Betterments account guarantees 
the retention of surplus in the business, but it does not guarantee 
that the necessary cash will be available at the end of five years. The 
fact that the reserve for betterments exists, however, is a guaranty 
that the general financial condition of the enterprise will be better 
than if all surplus had been distributed in the form of dividends. 
This means that the working capital position, that is, the excess of 
current assets over current liabilities, should be better than if sur- 
plus had not been reserved. The provision of the necessary cash, 
namely, $100,000.00, is a matter of good financial management, 
and whether it should be accomplished by setting aside specified 
sums of cash or simply by so managing that there will be $100,000.00 
in cash in excess of other requirements at the end of five years, is a 
matter which must be left to the officers and directors. 

Dividends. Dividends may be classified in various ways. For 
present purposes they will be discussed under the following heads: 
(a) cash dividends, {b) stock dividends. 
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a) Cash Dividends. A cash dividend is a sum paid to stockholders 
in cash proportionate to their stockholdings. For example, if A, B, 
and C are stockholders in Corporation ABC, A owning $10,000.00 
par value stock, B $20,000.00 par value stock, and G $30,000.00 par 
value stock, a cash dividend of 5 per cent amounting to $3,000.00 
would be distributed, one-sixth to A, one-third to B, and one-half 
to G. 

Most corporations attempt to establish what is known as a 
dividend policy, that is, they try to pursue a more or less well- 
defined plan in the declaration and payment of dividends. It may 
be stated as a fundamental principle that cash dividends cannot be 
paid except where free earned surplus equal to at least the amount 
of the dividend exists. Thus, in the case of Corporation ABC, the 
board of directors would avoid paying a dividend of $3,000.00 if 
there were not at least $3,000.00 of surplus available. If dividends 
are paid when there is no equivalent surplus, such dividends result 
in depletion of invested capital. This may be regarded as a fraud 
perpetrated against the creditors of the corporation who are entitled 
to look to such invested capital as a protection. Formerly much 
emphasis was laid upon what was known as the trust fund theory of 
capital stock. This theory was to the effect that invested capital of 
the stockholders constitutes a trust fund for the protection of credi- 
tors. Although modern authorities regard this theory as inappli- 
cable, it is nevertheless true that the invested capital does con- 
stitute a fund for the protection of creditors, although it does not 
fulfill all of the requirements of a trust fund. If a board of directors 
declares a dividend in excess of available surplus, they render 
themselves personally liable for the amount of depletion in 
capital which results. It is for this reason that a board of directors 
waits until the income statement for the year is available before 
deciding what dividend, if any, shall be paid' during the follow- 
ing year. 

Assume that the Q, Corporation has, after closing its books on 
December 31, 19 — , earned surplus amounting to $50,000.00, and 
that it has outstanding $100,000.00 of 6 per eent preferred stock 
and $200,000.00 of common stock upon which for the past two years 
a dividend of 8 per cent has been declared in addition to the 6 per 
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cent dividend on the preferred stock. If the board of directors desires 
to pay the same dividends in the current year, the cash require- 
ments will be as follows: 

Preferred Slock 6,000.00 

Common Slock 16,000.00 

Total 22,000.00 

After the board passes a resolution declaring the dividend, the 
following entry must be made on the books : 

Surplus 22,000.00 

Dividends Payable — Preferred Slock 6,000.00 

Dividends Payable — Common Stock 16,000.00 

For declaration of 6 per cent dividend on preferred slock and 8 per 
cent dividend on common stock. 

The declaration of a dividend results in a definite change in the 
status of the Surplus account; thus in this illustration the $22,000.00 
transferred is no longer a part of net worth, but it is now a definite 
liability which the corporation must meet. A dividend may be paid 
in full at whatever date is specified in the resolution declaring the 
dividend, but as a rule dividends are paid quarterly; thus in the 
foregoing illustration, it might be provided that the dividend shall 
be paid quarterly: March 1, June 1, September 1, and December 1. 
The payment of the dividend on March 1 would require the 
following entry: 

Dividends Payable — Prejerred Stock 7,500.00 

Dividends Payable — Common Stock 4,000.00 

Cash 5,500.00 

For payment oj quarterly dividend. 

This entry would be repeated for each of the payments which 
follow on the dates indicated above. 

b) Stock Dividends. A stock dividend is one paid in capital stock 
of the corporation paying the dividend. Of course, a dividend 
might be paid in the capital stock of another corporation if the 
corporation paying the dividend happened to own such stock. This 
would, however, be a kind of property dividend and need not be 
considered here. A stock dividend is, in effect, nothing more than an 
increase in the number of shares of stock outstanding. For example, 
suppose that Corporation L has outstanding $50,000.00 par value 
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of capital stock and a surplus of $25,000.00. It is decided to declare a 
stock dividend of 10 per cent, or $5,000.00. The entry is: 

Surplus 5^000.00 

Capital Stock 5^000.00 

For stock dividend of 10 per cent on outstanding capital stock. 

The effect of such dividend is to reduce surplus available for 
dividends; thus, in the foregoing illustration the surplus is reduced 
from $25,000.00 to $20,000.00, the capital stock being correspond- 
ingly increased. A stock dividend has no effect on the amount of the 
net worth, but simply capitalizes surplus. When the number of 
shares of stock outstanding is increased without any increase in net 
worth, it is evident that each share of stock is worth less. If a corpor- 
ation were to declare a stock dividend of 100 per cent, the book 
value of each share of outstanding stock would be reduced to one- 
half the book value of stock formerly outstanding. Stock dividends 
may, however, perform a useful purpose. Sometimes the market 
value of stock becomes greater than is deemed desirable; by 
capitalizing surplus through stock dividends, the market value of 
outstanding stock will be reduced. 

Treasury Stock. A corporation may purchase its own out- 
standing stock. This stock is then known as treasury stock, unless it 
is cancelled, thus reducing the amount of authorized stock. As a 
rule, a corporation does not care to have its charter amended in 
order to reduce outstanding stock and therefore holds such stock as 
has been purchased in its treasury. Treasury stock must not be 
confused with unissued stock. Formerly, accountants frequently fol- 
lowed the practice of showing treasury stock as an asset on the 
balance sheet, but this practice has been abandoned to a large 
extent. Theoretically, treasury stock is a deduction from net worth 
and in practice it is usually so treated. 

If the corporation’s stock has a par value and the treasury stock 
has been purchased at other than par value, the difficulty in deduct- 
ing the treasury stock directly from capital stock on the balance 
sheet is obvious. It may, however, be deducted from the total of 
capital stock and surplus. To illustrate, assume that Corporation K 
has purchased 100 shares of its total outstanding stock of 1,000 
shares at a price of $110.00 per share. Assume also that the surplus 
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of Corporation K amounts to $25,000.00. The facts may^ be ex- 
pressed in the balance sheet as shown in Fig. 125. 


Capital Stock 

Surplus 

Less Treasury Stock 

Net Worth 

Fig. 125 


SlOO, 000.00 
25,000.00 $125,000.00 
11,000.00 
$114,000.00 


In Fig. 1 26 the method of showing no-par treasury stock in the 
balance sheet is illustrated. 


Common Stock of no par value 

Issued 

In Treasury 

Outstanding 


Shares 

500.000 

390.000 
60,000 

330.000 $26,400,000.00 


Fig. 126 


Statement of Surplus. In view of the importance of surplus in 
corporation accounting, it is desirable usually to supplement the 
surplus statement in the balance sheet with a more detailed state- 
ment of surplus. In Fig. 127 is given an illustration patterned after 
the earned surplus statement of a large American corporation. 

Earned Surplus Account 
For the Year Ended November 30, 19 — 


Earned Surplus as at November 30, 19 — 2,700,000.00 

Net Income for Tear ended November 30, 19 — 609,000.00 

2.091.000. 00 

Deduct: 

Dividends Paid: 

Cumulative Preferred Stock — 7 per cent 62,000.00 

Common Stock — S3. 23 per share 438,000.00 

Pensions paid subsequent to Mar. 1, 19 — 58,000.00 

Losses arising from damage caused by flood in January, 19 — 54,000.00 

Loss on investment written off 29,000.00 

641,000.00 

1.4.50.000. 00 


Fig. 127 
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Nature of Partnership. The modern partnership is the result 
of a long process of development. It is said to have originated during 
the Middle Ages in Italy where it received its first considerable 
development. Later, the partnership was recognized by the English 
courts. The English courts of Law and Equity applied the law 
merchant to cases involving partnership and this law merchant has 
been recognized judicially in some of the states in this country. 
Owing to the meager development of commerce, the preparation of 
a legal treatise on partnership was not undertaken until the close of 
the seventeenth century, that is, about the year 1700. By way of 
summary, it may be said that in England the partnership was first 
recognized by the common law courts. Consequently, it is custom- 
ary to speak of the partnership as it is known in the United States as 
being of common law origin. 

Advantages of Partnership Organization. The continued pop- 
ularity of the partnership form of organization indicates that many 
business men look upon it with favor. It is relatively simple in form 
and may be adopted without going through the formalities of an 
application to some state department, except, of course, in case of 
the so-called limited partnership. There seems to be no reason to 
believe that the order of development beginning with the sole 
proprietorship, passing through the partnership stage and in many 
cases arriving finally at the corporate form of organization will be 
soon changed. There are reasons why each of these three forms of 
organization remains popular. Of course, some sole proprietor- 
ships keep their form of organization indefinitely. The same is true 
of some partnerships, and it is also true that some corporations are 
created de novo, without having first taken the form of either the sole 
proprietorship or the partnership. Sometimes sole proprietorships 
are incorporated without having first passed through the partner- 
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ship stage. Under modern conditions an undoubted advantage of 
the partnership is the fact that it is required to submit relatively few 
reports to the state. In case of the corporation this has become a 
source of much expense. 

Disadvantages of Partnership Form of Organization. The 

disadvantages of the partnership form of organization will be dis- 
cussed under the following heads: {a) organization and manage- 
ment, {b) unlimited liability feature, (c) sources of funds, (d) duration. 

a) Organization and Management. Necessarily the partners must be 
the organizers and managers of the partnership. If the number of 
partners is large, say eight or more, the organization becomes un- 
wieldy, because each partner possesses equal voice with every other 
partner in managing partnership affairs. If a single partner proves 
to be incapable or inefficient, the disruption of the entire enterprise 
is likely to result. The difficulty in securing the association of several 
men capable of managing an enterprise and at the same time of 
affording the necessary capital is obvious. Under the corporate 
form of organization members need not be owners; and it is a much 
easier task to secure managerial ability under these conditions. A 
successful enterprise must have a responsible head. Divided respon- 
sibility is oftentimes inherent in the partnership form of organiza- 
tion because of the rule of each partner’s possessing equal voice in 
management. Proper assignment of duties obviates the difficulty. 

b) Unlimited Liability Feature. In case of the common law partner- 
ship, each partner is subject to unlimited liability for partnership 
debts. This means that not only partnership assets must be used for 
the payment of partnership debts, but also that any private property 
owned by the partners is subject to levy for this purpose. Naturally 
this is a serious consideration for one owning much property other 
than that which he invests in a partnership; and it is likely to prove 
a discouraging factor in the promotion of partnerships. As a conse- 
quence, some states have enacted laws permitting so-called limited 
partnerships to be formed, in which one or more of the partners is 
granted immunity from the unlimited liability feature on condition 
that he take no part in management. There must, however, be at 
least one partner having unlimited liability, otherwise there would 
be no one to manage the partnership’s affairs. 
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Two important uniform laws have been adopted by many of the 
states. No less than fifteen of the states have enacted the Uniform 
Partnership Act, and at least six of the states have enacted the 
Uniform Limited Partnership Act. Whereas the* purpose of the 
Uniform Partnership Act is primarily to codify the common law 
and to adopt the better interpretation where there is a conflict in 
the rules of the common law, the purpose of the Uniform Limited 
Partnership Act is to enable a partnership to limit the liability of 
one or more, but not all, of the partners. The liability of a limited 
partner extends only to his investment in the partnership. This kind 
of legislation undoubtedly tends to encourage retention of the part- 
nership form of organization by granting to it certain of the attri- 
butes of the corporation. In order to take advantage of the Uniform 
Limited Partnership Act, it is necessary that two or more persons 
sign a certificate under oath. This certificate is filed in the county in 
which the partnership is to conduct its principal business, also in 
any other counties in which it may carry on operations. In addition 
to certain other formalities which must be met, the certificate must 
contain the following: 

1. Name of partnership. 

2. Nature of business. 

3. Its location. 

4. Name and residence of each partner. 

5. Names of both general and limited partners. 

6. Duration of partnership. 

7. Contribution in cash or other forms of property to be made by each 
partner. 

8. Additional contributions to be made later by each partner. 

9. The date the investment of a limited partner is to be returned to him. 

10. The compensation or share of profit each limited partner is to receive. 

1 1 . The right of a limited partner to substitute an assignee of his interest. 

12. The right to admit additional limited partners. 

13. The right extended to one or more limited partners to enjoy priority over 
other limited partners as regards contributions and division of income. 

14. The arrangement whereby a retiring limited partner may ask property 
instead of cash for his contribution. 

15. The right of the remaining general partners to continue the business after 
the death, retirement, or incapacitation of a partner. 

c) Sources of Funds. The partnership must secure most of its funds 
from the partners. It is true that some money can be obtained 
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from banks, some by mortgaging property owned by the partner- 
ship, and some by buying on credit. Nevertheless, the investment 
of the partners must provide the basis for development. This may 
prove to be a somewhat limited source of funds owing to the limited 
number of partners. In this respect the partnership is at a decided 
disadvantage, as compared with the corporation. The corporation 
can appeal to an almost unlimited number of investors, because of 
the manner in which capital stock is subdivided and because of the 
strict limitation on liability of stockholders which is usually fixed at 
the par value of the capital stock which they own. 

Profits retained in the business, by being transferred to the 
capital accounts of the partners, may be regarded as an additional 
source of funds. This is equivalent to the investment of money by 
the partners. It is the same as if all profits were distributed to part- 
ners and then some or all thereof invested by the partners to whom 
they were distributed. 

d) Duration. The duration of a given partnership ends when any 
one of the partners dies or retires from the business. This means that 
partnership affairs must be accounted for strictly to date of such 
death or retirement and then the partnership be dissolved; or else a 
settlement must be made with the estate of the deceased partner or 
retiring partner and a new partnership formed. This may prove to 
be a serious problem, whatever is done. These difficulties do not 
inhere in the corporation. The death of a stockholder affects the 
corporation in no way whatever. The capital stock which he owns is 
transmitted like other personal property and all that is necessary is 
to have it transferred on the corporation’s books. 

Partnership Law. Some mention already has been made of 
partnership law, its origin and present status. At this point further 
consideration of specific provisions of partnership law applicable in 
this country will be explained. 

The definition of a partnership found in the Uniform Partner- 
ship Act is: “A partnership is an association of two or more persons 
to carry on as co-owners, a business for profit.” 

The fact that a partnership is an association is of peculiar signifi- 
cance in law. Out of this fact there develop certain important con- 
clusions relative to the manner in which partnerships may sue and 
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be sued, and also relative to partnership debts. Each partner is 
regarded as an agent of the association and is able to bind the 
association so long as he acts within his powers. These powers of the 
agent may be either expressed or implied. An express power is one 
definitely stated in the agent’s authority. An implied power is one 
not stated but which may be inferred from the circumstances. Thus, 
if a partnership is engaged in the hardware business, it would be 
implied that a partner could make purchases of hardware. 

The tests which are applied to determine the qualifications of 
a partner are essentially legal in character. As a rule, any natural 
person possessing the power to contract may become a partner. If 
an infant becomes a partner, his agreement is a valid one but is 
voidable at his option, as are other contracts made by infants. 

Whether or not an association of individuals in any given 
instance is a true partnership or not is a matter of interpretation. 
Below will be considered, briefly, some of the tests which may be 
applied to determine whether or not an association is a partnership. 

a) ProfiLs. No association of individuals is a partnership unless it 
operates with a view to the making of a profit. However, it is pos- 
sible that an association may have as its object the making of a 
profit and yet not be a partnership. 

Whereas the intention to make a profit is essential to the exist- 
ence of a partnership, the mere sharing of profits is not proof that 
a partnership exists. It is, however, evidence that a partnership does exist. 
One may participate in profits in other capacities than that of 
partner. Whether or not a partnership exists where profits are 
shared depends largely upon the intention of the partners. Thus, an 
agreement to share profits is a strong indication that a partnership 
exists. Frequently, employees share in the profits of an enterprise 
without having an interest which would make them partners. 

b) Single vs. Multiple Transactions. Frequently, there are formed 
joint ventures which have as their object the completion of a single 
transaction or undertaking with a view to the making of a profit. 
Such a venture is not a partnership, unless it is the intention of the 
members thereof that it shall be a partnership, in which event it is a 
partnership notwithstanding the fact that it is intended to carry out 
a single transaction. 
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c) Manner of Holding Property. As a rule, partnership property is 
held under tenancy in common, but the fact that property is held 
under this rule of law is not proof that a partnership exists. It is 
merely an indication that a partnership may exist. Partnership 
property may be held in other ways, as is explained in section 7 of 
the Uniform Partnership Act, which states that joint tenancy, 
tenancy in common, as well as other bases of holding property do 
not establish a partnership. 

The following quotation from the Uniform Partnership Act 
states the rule for determining the existence of a partnership. 

(1) Except as provided by section 16 persons who are not partners as to 
each other are not partners as to third persons. 

(2) Joint tenancy, tenancy in common, tenancy by the entireties, joint prop- 
erty, common property, or part ownership does not of itself establish a partner- 
ship, whether such co-owners do or do not share any profits made by use of the 
property. 

(3) The sharing of gross returns does not of itself establish a partnership, 
whether or not the persons sharing them have a joint or common right or interest 
in any property from which the returns are derived. 

(4) The receipt by a person of a share of the profits of a business is prima 
facie evidence that he is a partner in the business, but no such inference shall 
be drawn if such profits were received m payment: 

( 12 ) As a debt by installments or otherwise, 

{b) As wages of an employee or rent to a landlord, 

(c) As an annuity to a widow or representative of a deceased partner, 

(d) As interest on a loan, though the amount of payment vary with the 
profits of the business, 

(e) As the consideration for the sale of the goodwill of a business or 
other property by installments or- otherwise. 

Forms of Partnerships. Below are described some of the more 
usual forms of the partnership. 

A general partnership is one in which two or more persons associate 
together to carry on a business under the usual common law 
requirements relative to liability. Neither a written nor an oral 
agreement is essential to make such an association a partnership, 
although there usually is a contract to that effect. 

A limited partnership is one formed in conformity with state laws; 
as already explained certain but not all of the partners may be 
granted limited liability, being liable only to the extent of their 
investment in the business. It appears that the limited partnership 
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laws which have been passed in certain of the states are modeled in 
a general way after Louisiana limited partnerships. 

h. partner ship by estoppel is one which results when a person repre- 
sents himself to be a partner and thus permits other parties to act on 
the assumption that he is telling the truth. He is said to be a partner 
by estoppel because he is estopped to deny that he is a partner. In 
other words, he is prevented from denying the assertion which leads 
others to assume him to be a partner. 

A defective corpomtion may have failed to such an extent to 
comply with the corporation law of the state as to render its mem- 
bers liable as partners. If, however, the corporation has complied 
essentially with the requirements of law it is a corporation de facto. 

A joint venture is an association of two or more individuals for the 
purpose of accomplishing a prescribed act. Such a joint venture 
may be a partnership if it is the intention of the members to be so 
regarded. 

A mining partnership is similar to other partnerships in some re- 
speets, but it may be given peculiar rights and powers by state law. 
Thus, in California a partner is permitted to convey his interest in 
the enterprise without liquidating the firm. 

A special partnership is similar to a joint venture in that it Is 
organized to accomplish a single undertaking. 

A universal partnership is one in which the partners agree that all 
of theif property shall be held in common. 

A joint stock company is a partnership in which the net worth is 
represented by transferable shcires. The unlimited liability feature 
exists, however, although management may be delegated to a 
board of directors. Joint stock companies are not incorporated and 
pay no organization tax. A notable feature of the joint stock com- 
pany is that members cannot act for it, but only such agents as are 
authorized to do so. 

A limited partnership association may be organized under the laws 
of Pennsylvania and Michigan. Ownership is represented by shares 
of stock. The business of the association is managed by a board of 
directors elected by the stockholders. Essentially these associations 
are corporations since, within the state in which they organized, the 
limited liability feature applies to all stockholders. 
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The Partnership Agreement. Since the partnership is of 
common law origin and is governed by the rules of the common law, 
except where special legislation intervenes, partners are usually free 
to make such agreement relative to the organization and conduct of 
the firm as they see fit. Sometimes these agreements are merely oral 
in character, but it is better practice to reduce the partnerslfip 
agreement to writing. Association as partners gives rise to many 
situations which should, if possible, be prepared for in advance by 
having a well-thought-out partnership agreement. It is impossible 
to foresee all possible disputes which may arise, but it is possible to 
prevent many disputes by providing in the agreement for such 
matters as loans from partners, division of profits and losses, draw- 
ings, and interest on excess drawings. It may be desirable to consult 
with an attorney skilled in the preparation of such agreements. 
Below are listed some of the things which are likely to deserve 
consideration in the partnership agreement. 

1. Name of the firm. 

2. Location of the firm’s business. 

3. Date of agreement and date of commencement of partnership business. 

4. Names and addresses of the partners. 

5. If all partners possess unlimited liability, it should be so specified. 

6. If there are two or more classes of partners, each class should be indicated 
and the powers and liabilities of the members of each group clearly set forth. 

7. The contribution to be made to the firm by each partner. 

8. The nature of the partnership business together with such limitations as 
may be necessary to avoid entrance into projects not contemplated in the agree- 
ment; 

9. The duties of each partner. These should be indicated with sufficient 
clearness to avoid any possibility of misunderstanding after operations have begun. 

10. The ratio in which profits and losses are to be distributed to partners. 

11. Compensation of partners and whether or not such compensation is to 
be regarded as expense or as profit distribution. 

12; Date ptutnership is to be dissolved if it is desirable to predetermine 
such date. 

13. How withdrawals of members of the firm shall be made. 

14. Method of arbitrating, or settling, questions in dispute among the 
partners. 

Rights and Duties of Partners. The Uniform Partnership Act 
provides that a partner shall have the following property rights: 
(1) right in specific partnership property, (2) interest in the part- 
nership, (3) right to take part in management. 
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1. The partner’s right in specific property is conditioned upon 
the fact that the partners are co-owners, under which form of own- 
ing property, subject only to qualifications in the partnership 
agreement, the partners have equal rights in partnership property. 
The rights which a partner has in partnership property exist only 
with reference to its use for partnership purposes. It would require 
the special consent of all other partners to enable one partner to use 
partnership property. Under co-ownership a partner merely has an 
interest in all of the assets but he does not own completely any 
particular asset, consequently, he cannot sell or assign any property, 
except when all of the other partners act with him. Owing to the 
common interest of all partners in partnership property, it is not 
subject to attachment by creditors of members of the partnership. 
The following is quoted from the Uniform Partnership Act: 

(1) A partner is co-owner with his partners ol specific partnership property 
holding as a tenant in partnership. 

(2) The incidents of this tenancy are such that: 

(a) A partner, subject to the provisions of this act and to any agreement 
between the partners, has an equal right with his partners to possess specific 
partnership property for partnership purposes; but he has no right to possess 
such property for any other purpose without the consent of his partners. 

(b) A partner’s right in specific partnciship property is not assignable, 
except in connection with the assignment of the rights of all the partners in the 
same property. 

(c) A partner’s right in specific partnership property is not subject to 
attachment or execution, except on a claim against the partnership. When part- 
nership property is attached for a partnership debt, the partners, or any of them, 
or the representatives of a deceased partner, cannot claim any right under the 
homestead or exemption laws. 

(d) On the death of a partner his right in specific partnership property 
vests in the surviving partner or partners, except where the deceased was the last 
surviving partner, when his right in such property vests in his legal representative, 
Such surviving partner or partners, or the legal representative of the last surviv- 
ing partner, has no right to possess the partnership property for any but a part- 
nership purpose. 

(e) A partner’s light in specific partnership property is not subject to 
dower, curtesy, or allowances to widows, heirs, or next of kin. 

2. As regards a partner’s interest in the partnership, the partner 
has certain limited rights. For example, there exists the right to 
wind up the partnership’s affairs in case of dissolution. There also is 
the right which each partner has, when dissolution occurs, to dis- 
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charge its liabilities and to have the surplus paid in cash to the 
respective partners. In case of distribution following dissolution, the 
partners have the right to have the liabilities paid in proper order. 
The Uniform Partnership Act provides that liabilities of the part- 
nership shall rank in order of payment as follows: (1) those owing to 
creditors other than partners, (2) those owing to partners other than 
for capital and profits, (3) those owing to partners in respect to 
capital, (4) those owing to partners in respect to profits. 

3. Relative to the right of a partner to take part in management, 
the following is quoted from the Uniform Partnership Act: 

(1) Every partner is an agent of the partnership for the purpose of its busi- 
ness, and the act of every partner, including the execution in the partnership 
name of any instrument, for apparendy carrying on in the usual way the business 
of the partnership of wliich he is a member binds the partnership, unless the 
partner so acting has in fact no authority to act for the partnership in the par- 
ticular matter, and the person with whom he is dealing has knowledge of the 
fact that he has no such authority. 

(2) An act of a partner which is not apparently for the carrying on of the 
business of the partnership in the usual way does not bind the partnership unless 
authorized by the other partners. 

(3) Unless authorized by other partners or unless they have abandoned the 
business, one or more but less than all the partners have no authority to: 

(a) Assign the partnership property in trust for creditors or on the 
assignee’s promise to pay the debts of the partnership, 

(b) Dispose of the good-will of the business, 

(c) Do any other act which would make it impossible to carry on the 
ordinary business of a partnership, 

(d) Confess a judgment, 

(e) Submit a partnership claim or liability to arbitration or reference 

(4) No act of a partner in contravention of a restriction on authoiity shall 
bind the partnership to persons having knowledge of the restriction. 

Compensation of Partners. As regards ownership, a partner 
holds a position similar to that of a sole proprietor, except that his 
ownership is not 100 per cent. It is evident that net profit before 
any salaries are paid is the measure of success of either a sole 
proprietorship or a partnership, and that any compensation paid to 
a partner is simply a reduction of net profit. In other words, draw- 
ings made by a sole proprietor or so-called salaries paid to partners 
are in reality distribution of profit. Salaries paid employees fall into 
a different category. They are true expenses and must be so treated 
in the Profit and Loss account. Notwithstanding their true nature, 
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partners’ salaries are sometimes regarded as expenses; there is 
no theoretical justification for this. The payment of a salary to one 
partner obviously results in a different distribution of profits than 
when all profits are divided in the profit and loss sharing ratio. 
Therefore, salaries paid to one or more partners in effect result in an 
adjustment as regards the distribution of profits. 

To illustrate, assume that A, B, and G are partners sharing 
profits and losses equally. A’s net worth is 35100,000.00, B’s is 
^50,000.00, and C’s is $25,000.00. G acts as manager, giving all of 
his time to the business, while A and B give none of their time to the 
business. It is evident that an equal division of all profits would 
result in injustice. The situation might be remedied by allowing 
interest at 6 per cent on the investment and by paying G a salary of, 
say, $4,000.00 a year. Assuming that in a given year net profit 
amounts to $20,000.00, this would be disti'ibuted as follows: 


A 6 per cent on 700,000.00 6,000.00 

B 6 per cent an 50,000.00. . 3,000.00 

C 6 per cent on 25,000.00 7,500,00 

C‘s salary 4,000.00 

74,500.00 

Net profit for year 20,000.00 

Less salary and interest 74,500.00 

Balance to be shared equally 5,500.00 


The confusion relative to partners’ salaries results from the fact 
that, in general, salaries are expenses and should be so treated. It is 
evident, however, that an individual cannot pay a salary to himself 
and for the same reason salaries paid to partners are merely profit 
distributions notwithstanding the fact that such so-called salaries 
are sometimes justified. Partners’ salaries are simply one aspect of 
the division of profits and losses. 

As to the division of profits and losses, the agreement of the 
partners controls. Nothing being said in the agreement relative 
thereto, profits and losses are shared equally, regardless of the 
amounts invested by the respective partners and regardless also of 
the services performed by the respective partners. It is impossible to 
indicate what all such agreements might provide for, but a few 
assumed cases will assist the student to secure an understanding of 
the problems involved. 
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Case 1. Assume that A and B are partners, each having an invest- 
ment of $20,000.00. If nothing is said in the agreement relative to 
distribution of profits and losses, they will be divided equally, but A 
and B may agree to any distribution they see fit. Thus A might re- 
ceive 40 per cent and B 60 per cent of the profits and losses. 

Case 2. Assume that A and B are partners, A’s investment being 
$50,000.00 and B’s $10,000.00. Nothing being said relative to profit 
and loss distribution, they will be divided equally notwithstanding 
the difference in the investments of the two partners. A possible 
arrangement might be for interest to be allowed at, say, 7 per cent 
on the respective investments of $50,000.00 and $10,000.00, remain- 
ing profits to be divided equally. 

Case 3. Assume that A, B, and G are partners having invest- 
ments of $75,000.00, $50,000.00, and $25,000.00 respectively. 
Nothing being said regarding profit and loss distribution, they will 
be divided equally even though G, whose investment is $25,000.00, 
serves as manager. A possible arrangement, however, might be to 
pay G a salary of $3,000.00 and to allow interest on invested capital 
at 6 per cent, remaining profits to be divided equally. 

Partnership Dissolution. According to the Uniform Partner- 
ship Act, the dissolution of a partnership is the change in the rela- 
tion of the partners caused by any partner ceasing to be associated 
in the carrying on of the business. Dissolution does not result in the 
termination of the partnership which must be continued until the 
winding up of partnership affairs is completed. 

According to the Uniform Partnership Act the causes of dissolu- 
tion are as follows; 

(1) Without violation of the agreement between the partners, 

(a) By the termination of tlie definite term or particular undertaking 
specified in the agreement, 

(i) By the express will of any partner when no definite term or par- 
ticular undertaking is specified, 

(c) By the express will of all the partners who have not assigned their 
interests or suffered them to be charged for their separate debts, 
either before or after the termination of any specified term or par- 
ticular undertaking, 

{d) By the expulsion of any partner from the business bona fide in 
accordance with such a power conferred by the agreement between 
the partners; 
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(2) In contravention of the agreement between the partners, where the cir- 
cumstances do not permit a dissolution under any other provision of this section, 
by the express will of any partner at any time; 

(3) By any event which makes it unlawful for the business of the partnership 
to be carried on or for the members to carry it on in partnership; 

(4) By the death of any partner; 

(5) By the bankruptcy of any partner or the partnership; 

(6) By decree of court. 

The sixth manner of dissolution listed above, by decree of court, 
requires some elaboration. It may result (1) from the application 
either by or for a partner, or (2) it may result from the application 
of the purchaser of a partner’s interest under certain conditions. 
The causes which may justify application for dissolution by or for a 
partner are as follows: 

a) A partner has been declared a lunatic in any judicial proceeding or is 
shown to be of unsound mind, 

i) A partner becomes in any other way incapable of performing his part of 
the partnership contract, 

c) A partner has been guilty of such conduct as tends to affect prejudicially 
the carrying on of the business, 

d) A partner willfully or persistently commits a breach of the partnership 
agreement, or otherwise so conducts himself in matters relating to the 
partnership business that it is not reasonably practicable to carry on the 
business in partnership with him, 

e) The business of the partnership can only be carried on at a loss, 

/) Other circumstances render a dissolution equitable. 
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Interests Involved. The purpose of all accounting is to protect 
the interests of all of the equity holders in a given enterprise. In a 
sole proprietorship the equity holders are the creditors and the 
proprietor. In a partnership the equity holders are the creditors and 
the partners. As between the equity holders in a given business there 
naturally arise conflicting interests. The settlement of these conflicts 
cannot be accomplished unless there is forthcoming information 
necessary for the correct carrying out of all agreements. An equity 
holder in an enterprise must have recourse to contracts or other 
information which will enable him to substantiate his demands for 
just treatment. Thus short-term creditors who have extended credit 
to the enterprise for merchandise sold can refer to correspondence, 
invoices, and contracts. The mortgagee can refer to recorded 
documents. The partners should be able to refer to a carefully 
formulated partnership agreement in which are set forth all of the 
information necessary for the settlement of whatever questions may 
arise relative to such matters as the division of profits and losses, 
drawings and interest on excess drawings, treatment of salaries, 
loans from partners, and so on. 

There is a trend in some modern writers on accounting to 
minimize the distinction between the equities of proprietors and 
those of creditors. It is believed, however, that the beginner in the 
study of accounting will do well to emphasize the differences rather 
than the likenesses between the two important groups of equity 
holders, namely, the proprietors and the creditors. In the first place, 
the proprietors hold the legal title to all of the assets, and they main- 
tain this position as long as they continue to meet their responsibilities 
to creditors. In the second place, the equities of creditors have 
definite time limits, whereas the equities of proprietors are usually 
without such limitation. Of course, if a partner lends money to his 
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firm, it may be specified that the loan must be repaid within a given 
period of time, but in case of investments this is not a condition 
because investments of proprietors or partners do not mature and 
need not be repaid, except in unusual circumstances, such as, for 
example, the liquidation of the enterprise. In the third place, the 
risks which the creditors bear are not the same as those which the 
proprietors bear. The proprietors are the primary risk bearers in 
any enterprise. Losses must first be written off against proprietor- 
ship equities before credit equities can be reduced. In other words, 
no creditor stands to lose a penny as long as there exists any net 
worth. Only after all proprietorship equities have disappeared may 
there occur reduction in some or all of the creditors’ equities. 

An equity originates in one of several ways, of which the follow- 
ing are illustrative: 

1. Merchandise is purchased, $100.00. The entry is as follows; 

Purchases. . 100.00 

John Jones 100.00 

In this case the equity consists in the liability to John Jones 
which must be liquidated within a relatively short time. 

2. A court judgment is rendered against an enterprise for the 
amount of $500.00 in favor of a competing concern, the Gulf 
Company. The entry is as follows, assuming that the enterprise in 
question is a corporation: 

Surplus 500.00 

Gulf Company 500.00 

In this case the equity arises as the result of a court judgment 
and must be paid within the period specified in the judgment. 

3. John Smith is a sole proprietor. He desires to invest an addi- 
tional $100.00 in his business. The entry is as follows: 

Cash 100.00 

John Smith, Net Worth 100,00 

In this case an equity arises which has no maturity since John 
Smith owns the business and expects to operate indefinitely, 

4. The Profit and Loss account of John Smith shows a credit 
balance of $1,345.21 at the end of a given year. This may be trans- 
ferred to his Net Worth account by the following entry: 
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Profit and Loss 

John Smith, Met Worth 


1,345.21 


In this case the increase in Smith’s equities arises out of the profits 
of the business. It is obvious that such profits could not possibly 
accrue to or increase the equities of creditors. This emphasizes the 
distinction between a proprietorship equity and a creditor equity. 

5. Assume that John Smith and Arthur Jones desire to form a 
partnership. Smith invests $5,000.00 and Jones invests $10,000.00. 
The entry to show these investments is as follows : 

Cash. 15,000.00 

John Smith, Capital 5,000.00 

Arthur Jones, Capital 70,000.00 


In this case a business enterprise is established and the two 
original equities result. Of course, the number of equities will soon 
increase because purchases will be made on account. In other 
words, there will be added to the proprietorship equities certain 
creditor equities. 

It is an important problem of management to maintain a 
desirable relationship between the various equities. Thus, if pro- 
prietorship equities become reduced to 10 per cent of total equities, 
the business may be said to be operating on a shoestring. If, on the 
other hand, proprietorship equities amount to 75 per cent of the 
total equities, the enterprise may be said to be in a stable condition 
and obviously involves less risk than does an enterprise less favor- 
ably situated. 

In partnership accounting equities are of peculiar significance 
because of the relationships among the partners which they repre- 
sent. The equity status of a sole proprietorship is simple, but the 
equity status of a partnership is likely to be complicated. It is this 
situation which gives rise to the necessity of distinguishing carefully 
between the interests of the partners, and to do this it is necessary 
to operate, for each partner, both a Capital account and a Drawing 
account. Of course, if a partner lends money to his firm it is neces- 
sary to operate also a Loan account. It may be said, therefore, that 
Capital accounts. Drawing accounts, and Loan accounts are the 
distinguishing features of partnership accounting, ' The function of 
each of these accounts will be explained briefly. 
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The Capital account shows the amount of a partner’s investment 
in the firm. There is, of course, normally a credit balance in the 
Capital account. It is only where losses have absorbed all of one or 
more of the partners’ investments that debit balances appear in 
their Capital accounts. Sometimes additional investments may be 
credited to a partner’s Capital account and from the Drawings 
account, at the end of each accounting period, must be transferred 
whatever balance results in that account. 

The Drawings account is opened at the beginning of each ac- 
counting period for the purpose of reflecting on the debit side draw- 
ings made by a partner against his share of the partners’ profits. 
Since his share of the partners’ profits cannot be credited to his 
Drawings account until the end ol the period, there is likely to 
appear in the Drawings account one or more debit items. These, of 
course, will be offset by the credit which ultimately results from the 
transfer of the partner’s share of net profits, assuming that a net 
profit is made; also there may be made against the Drawings ac- 
count certain adjustments for interest. These adjustments are 
usually either adjustments for interest on partners’ loans or they are 
adjustments for interest on partners’ drawings. These will be ex- 
plained fully later in this chapter. 

The Loan account is used in partnership accounting to express 
indebtedness of the firm to one of the partners. Loans from partners 
must be clearly distinguished from investments of the partners. An 
investment represents an increase in net worth, but a loan secured 
from a partner represents a liability which must be liquidated in 
the same way as other liabilities. Whereas, interest is allowed on 
partners’ investments only for purposes of adjustment, interest on 
loans from partners is of the same nature as interest on other loans, 
that is, an expense. 

Distinctive Accounts. As indicated in preceding paragraphs, 
the distinctive accounts in partnership accounting are: (a) Capital 
accounts, {b) Drawings accounts, (c) Loan accounts. 

In order to secure an understanding of the operation of these 
accounts an illustration involving all of them will be given. 

John Smith and Arthur Jones form a partnership for the purpose 
of engaging in the retail hardware business. Smith invests $5,000.00 
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and Jones invests $10,000.00. The date of commencement of the 
business is January 1, 19 — . The journal entry to express the invest- 
ments of the partners is as follows; 

January 1, 19 — 

Cash 

John Smith, Capital 
Arthur Jones, Capital 

For investment of partners to engage in retail hardware business at 
221 Noith State Street. 

It is provided in the partnership agreement that profits are to 
be divided equally after allowing 6 per cent interest on the partners’ 
net worth accounts as at the beginning of the year. Drawings are to 
be limited to $600.00 for each partner in a given year and must not 
exceed $100.00 in any month. Assume that at the end of the first 
year the Profit and Loss account shows a credit balance of $5,000.00 
and that the Profit and Loss account. Capital accounts, and Draw- 
ings accounts appear as shown in Fig. 128. 

Profit and Loss 


I 19— 

\ Dec. 31 5,000.00 

John Smith, Capital 

1 19 — 

\jan. 1 Cash 5,000.00 

Arthur Jones, Capital 


1 19— 

\jan. 1 Cash 10,000.00 

John Smith, Drawings 


March 16 Cash 90.00 

Aug. 25 Cash 100.00 

Aug. 28 Cash 100.00 

Arthur Jones, Drawings 

June 12 Cash 700.001 

Dec. IS Cash 700.00 1 

Fig. 128 


15,000.00 


5,000.00 

10,000.00 


It is necessary to make an adjusting entry for interest on the 
partners’ Net Worth accounts, the rate being 6 per cent. This ad- 
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justment consists in a charge to Profit and Loss and a credit to the 
partners’ Drawings accounts. The entry is as follows: 

December 31, 19 — 

Profit and Loss 900.00 

John Smith, Drawings 300.00 

Arthur Jones, Drawings 600.00 

To allow interest at 6 per cent on partners’ investments at begin- 
ning of year. 


This leaves a credit balance in the Profit and Loss account of 
®4,100.00, which is divided equally between the partners by the 
following closing entry; 

December 31^ 7P — 

Profit and Lass 4^100.00 

John Smith, Drawings 2,050.00 

Arthur Jones, Drawings 2,050.00 

To close the profit to partners’ Drawings accounts. 


There remains a credit balance of $2,060.00 in Smith’s Draw- 
ings account and a credit balance of $2,450.00 in Jones’s Drawings 
account. These balances arc transferred to the Capital accounts of 
the partners by the following closing entries: 

December 31, 19 — 

John Smith, Drawings 2,060.00 

John Smith, Capital 2,060.00 

To close. 

Arthur Jones, Drawings 2,450.00 

Arthur Janes, Capital 2,450.00 

To close. 


After these entries are posted the accounts appear as follows 
(Fig. 129): 

Profit and Loss 


19— 

Dec. 31 Smith — Drawings. . . . 300.00 

Dec. 31 Jones — Drawings. . . . 600.00 

Dec. 31 To Close 4,700.00 


5,000.00 


19— 

Dec. 31 5,000.00 


5,000.00 


John Smith, Capital 


19— 

Jan. 1 Cash . . . . 
Dec. 31 Drawings 


5,000.00 

2,060.00 
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Arthur Jones, Capital 


19— 

Jan. 1 Cash 10,000.00 

Dec. 31 Drawings. . ... 2,450.00 


John Smithy Drawings 


19— 
Mar. 16 
Aug. 25 
Aug. 28 
Dec. 31 


90.00 

19— 

300.00 

2.050.00 

2.350.00 

Cash. ... 

Cash. ■ . . . , 

John Smith, Capital. . 

100.00 

100.00. 

2,060.00 

2,350.00 

Arthur Jonc 

Dec. 31 Profit and Loss 

!s, Drawings 

19— 



19— 


June 72 

Cash 

700.00 

Dec. 31 Interest 

600.00 

Dec. 15 

Cash ... . . . . 

100.00 

Dec. 31 Profit and Loss 

2,050.00 

Dee. 31 

A. Jones, Capital . . . 

2,450.00 





2,650.00 


2,650.00 



Fig. 129 



To illustrate the operation of the partner’s Loan account, 
assume that on January 15, 19 — , Arthur Jones lends $1,000.00 to 
the firm of Smith and Jones with the provision that it is to be paid at 
the end of one year with interest at 6 per cent, payable semiannually. 
The entry at the time the loan is made, on January 15, 19 — , is as 
follows: 

Cask 

Arthur Jones 

For loan of 1,000.00 to firm, interest at 6 per cent, payable semi 
annually. Loan to be repaid one year from date. 

The first interest payment will fall due on July 15, and will be 
paid as follows: 

Interest Expense 30.00 

Cash 30.00 

For interest on loan from Arthur Jones, 

Since the next interest payment is not until January 1 5, when 
the principal sum of the loan must also be paid, it is necessary on 
December 31, 19 — , to make an adjusting entry for interest accrued 
for months. This adjusting entry is as follows: 


1,000.00 

1,000.00 
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Interest Expend 27.50 

Interest Accrued .... .... 27.50 

For interest accrued for months on loan from Arthur Jonet. 

This entry is reversed on January 1 of the following year. On 
January 15 of the following year, when the prineipal sum falls due, 
the entry is as follows: 

Arthur Jones 1,000.00 

Interest Expense 60.00 

Cash 1,060.00 

For repayment of loan to Arthur Jones with interest for 6 months. 

Partners’ Salaries. As a rule, it is illogical for sole proprietors 
and partners to pay salaries to themselves. This is because the only 
remuneration which a proprietor, whether he be a sole proprietor 
or a partner, can obtain from his business is the profit which he is 
able to make. Therefore, any salary which is paid to a proprietor 
must obviously be disbursed from profits or else must represent a 
return of investment. It is evident, however, that where one partner 
gives all of his time to the management and operation of the business 
while another partner gives little or no time to this work, some 
adjustment may be desirable. This adjustment made to secure 
equity among the partners might take the form of a changed ratio 
of profit distribution, or it might take the form of an interest 
adjustment. More likely, however, it will take the form of a direct 
salary payment to the partner who deserves special consideration on 
account of the work which he performs. Regardless of the manner 
in which the salary payment is entered on the books, whether as 
expense or as a profit distribution, there remains just that much less 
profit for division between the partners in the profit and loss 
sharing ratio. 

To illustrate, assume that in the firm of Brown and Green, 
Brown acts as manager and receives a salary of $200.00 a month, 
the profit remaining being divided equally between Brown and 
Green. The paymen t to Brown at the end of each month might be 
expressed in either of the following ways; 

Salaries Expense 200,00 

Cash 

For monthly salary payment to Brown. 


200,00 
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An alternative entry would be: 

Brown, Drawings 100.00 

Green, Drawings . . 100.00 

Cash 200.00 

For monthly salary payment to Brown. 


If Brown and Green share profits and losses equally, it is evident 
that these two methods of entering the payment of the salary to 
Brown have in effect the same result. In the first entry the salary is 
called an expense, in the second entry it is treated in effect as a 
distribution of profit, but the ultimate increment in capital accruing 
to Brown and Green, respectively, is the same in either case. 

If, however, the profits are not divided equally, the results 
would be different under the two methods, since the charge of 
$100.00 to each of the Drawings accounts results in an equal distri- 
bution of the so-called salary. Suppose that the profit and loss 
sharing ratio is Brown 66% per cent and Green 33% per cent. It is 
evident that the plan of charging Brown’s salary to the Drawings 
accounts favors Brown, since the balance in the Profit and Loss 
account to be divided in the ratio 2-1 is larger than it would be if the 
charge were made to a Salaries Expense account. 

Closing Partnership Books. In order to show clearly the pro- 
cedure involved in partnership accounting and the closing of 
partnership books, an illustration will be given. In Fig. 130 is 
shown the trial balance of the firm of A, B, and G as at December 
31, 19—. 

In the partnership agreement it is provided that drawings in 
excess of $3,000.00 shall be charged interest at the rate of 6 per cent. 
A exceeded the $3,000.00 limit when he drew $2,000.00 on July 1. 
Depreciation on machinery and equipment should be computed at 
the rate of 1 0 per cent per annum and on delivery equipment at the 
rate of 20 per cent per annum. An addition to Reserve for Bad 
Debts account equivalent to 0.5 per cent of accounts receivable 
should be made. The merchandise inventory on hand December 31, 
19 — , amounts to $72,500.00. Profits are divided equally after 
allowing 6 per cent interest on the Capital accounts of the partners 
as at the beginning of the year. This interest is to be credited to the 
partners’ Drawings accounts and charged to Profit and Loss account. 

The adjusting entries are shown below Fig. 130. 
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Firm of A, B, and C 
Trial Balance 

December 31, 19 — 


Debit Credit 

Cash 20,000.00 

Accounts Receivable 36,000.00 

J'fotes Receivable 4,000.00 

Merchandise Inventoiy, Dec. 31, 19 — 70,000.00 

Machinery and Equipment 45,000.00 

Delivery Equipment 4,000.00 

A Drawings 5,000.00 

B Drawings 3,000.00 

C Drawings 2,000.00 

Reserve for Depreciation — M achinery and Equipment 20,000.00 

Reserve for Depreciation — Delivery Equipment 1,000.00 

Reserve for Bad Debts 2,500.00 

Accounts Payable 15,000.00 

Accrued Expenses 1,200.00 

A Capital 70,000.00 

B Capital 70,000.00 

C Capital 20,000.00 

Sales 350,000.00 

Cash Discounts on Purchases 1,100.00 

Cash Discounts on Sales • 800.00 

Purchases 165,000.00 

Factory Labor 142,000.00 

Factory Expenses 12,000.00 

Selling Expenses 19,000.00 

General Expense '. 23,000.00 


550,800.00 550,800.00 

Fig. 130 


December 31, 19 — 

A Drawings 60.00 

Interest on Excess Drawings 60.00 

For interest on A’s excess drawings far 6 months. 

Depreciation Expense — Machinery and Equipment 4,500.00 

Reserve for Depreciation — Machinery and Equipment 4,500.00 

For depreciation at rate of 10 per cent per annum. 

Depreciation Expense — Delivery Equipment 800.00 

Reserve for Depreciation — Delivery Equipment 800.00 

For depreciation at rate of 20 per cent per annum. 

Bad Debts 'Expense 180.00 

Reserve for Bad Debts 180.00 


For an allowance of 0.5 per cent of outstanding accounts receivable. 

After these adjusting entries are posted, an adjusted trial bal- 
anee of the ledger appears as shown in Fig. 131. 
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Firm of A, B, and C 

Adjusted Trial Balance 

December 31, 19 — 

Debit Credit 

Cash 20,000.00 

Accounts Receivable 36,000.00 

Moles Receivable 4,000.00 

Merchandise Inventory, Dec. 31, 19 — 70,000.00 

Machinery and Equipment 45,000.00 

Delivery Equipment 4,000.00 

A Drawings 5,060.00 

B Drawings 3,000.00 

C Diawings 2,000.00 

Reserve for Depreciation — Machinery and Equipment 24,500.00 

Reserve for Depreciation — Delivery Equipment 1,800.00 

Receive for Bail Debts 2,880.00 

Accounts Payable 15,000.00 

Acd ued Expenses 1,200.00 

A Capital 70,000.00 

B Capital 70,000.a) 

C Capital 20,000.00 

Sales 350,000.00 

Cash Discounts on Purchasei 1,100.00 

Cash Discounts on Sales 800.00 

Purchases 165,000.00 

Factory Labor 142,000.00 

Factory Expenses 12,000.00 

Selling Expenses 19,000.00 

General Expense 23,000.00 

Interest on E,xcess Di awings 60.00 

Depreciation Expense — Machinery and Equipment 4,500.00 

Depreciation Expense, — Delivery Equipment 800.00 

Bad Debts Expense 180.00 

556,340.00 556,340.00 

Fig. 131 

The closing entries are as follows: 

December 31 ^ 19 — 

Purchases 70,000.00 

Merchandise Inventory Dec. 31, 19~ 70,000.00 

To close opening inventory to Purchases account. 

Merchandise Inventory Dec. 31, 19 — 72,500.00 

Purchases . ■ , 72,500.00 

To credit closing inventory to Purchases account. 

Profit and Loss 162,500.00 

Purchases 162,500.00 

To close adjusted pmehase^ to Profit and Loss account. 

Sales 350,000.00 

Profit and Loss 350,000.00 

To close. 
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Cash Discounts on Purchases 1,100.00 

Profit and Loss 1,100.00 

To close. 

Profit and Loss 800.00 

Cash Discounts on Sales 800.00 

To close. 

Profit and Loss . . 142,000.00 

Factory Labot 142,000.00 

To close. 

Profit and Loss 12,000.00 

Factory Expenses 12,000.00 

To close. 

Profit and Loss ■ ■ . ■ 10,000.00 

Selling Expenses 19,000.00 

To close. 

Profit and Loss 23,000.00 

General Expenses 23,000.00 

To close. 

Interest on Excess Drawings 60.00 

Profit and Loss 60.00 

To close. 

Profit and Loss 4,500.00 

Depreciation Expense — Machinety 4,500.00 

To close. 

Profit and Loss ... 800.00 

Depreciation Expeme — ■Delivery Equipment 800.00 

To close. 

Profit and Loss 180.00 

Bad Debts Expense 180.00 

To close. 

Profit and Loss 9,600.00 

A Drawings 4,200.00 

B Drawings 4,200.00 

C Drawings 1,200.00 

To allow interest at 6 per cent on capital. 

A Drawings 7,740.00 

B Drawings 7,740.00 

C Drawings 7,740.00 

Profit and Loss 23,220.00 

7o close. 

A Capital 8,600.00 

A Drawings 8,600.00 

To close. 

B Capital 6,540.00 

B Drawings 6,540.00 

To close. 

C Capital 8,540.00 

C Drawings 8,540.00 

To close. 
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A final trial balance of the ledger appears as shown in Fig. 132. 

The Firm A, B, C 

Final Trial Balance 

December 31, 19 — 


Cash 20^000.00 

Accounts Receivable 36,000.00 

Moles Receivable 4,000.00 

Machinery and Equipment 45,000.00 

Delivery Equipment 4,000.00 

Reserve for Depreciation — Machinery and Equipment 24,500.00 

Reserve for Depreciation — Delivery Equipment 1,800.00 

Reserve far Bad Debts 2,680.00 

Accounts Payable 15,000.00 

Accrued Expenses 1,200.00 

A Capital 61,400.00 

B Capital 63,460.00 

C Capital 11,460.00 

Merchandise Inventory, December 31, 19 — 72,500.00 


181,500.00 181,500.00 

JFig. 132 


Interest Adjustments. In the preceding illustration interest was 
charged on A’s drawings in excess of S3, 000. 00. Any arrangement 
relative to interest on drawings is valid, providing it is agreed to 
by all of the partners. The purpose in allowing interest on invested 
capital at 6 per cent is to reward A and B for their investments in 
excess of G’s investment. Without such an adjustment for interest on 
the investments, considerable inequality of treatment would result. 
In this illustration the interest is allowed on the amount of the 
investment at the beginning of the year. A somewhat more com- 
plicated situation arises when the interest is allowed on the average 
investment during the year. It is necessary in such event to compute 
the average investment by taking into consideration drawings. 

Admission of Partners. Many problems arise in connection 
with the admission of new partners. In particular there occurs the 
problem of valuation, because if the firm has been successful it will 
have developed a considerable amount of goodwill, the value of 
which is not shown on the books. This is sometimes regarded as 
going concern value but for present purposes may be called goodwill. 

To illustrate, suppose that A and B are in partnership and 
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that a simplified form of their balance sheet appears as shown in 
Fig. 133. 

A and B 

Balance Sheet 

as at December 31, 19 — 



1 6,000.00 

Accounts Payable. , . . 

1 R nnn nn 

Accounts Receivable. . . . 

15,000.00 

Mortgage 

5,000.00 

Merchandise 

25,000.00 

A Capital 

75,000.00 

Building 

70,000.00 

B Capital 

25,000.00 

Delivery Equipment 

4,000.00 



Furniture and Fixtures.'. . 

3,000.00 




SI 23,000.00 $123,000,00 

Fig. 133 


The total net worth of A and B amounts to SI 00,000.00. Assume 
that for the year ending December 31,1 9 — , net profit amounted to 
$ 20 , 000.00 and that the results for preceding years indicate that 
there is every reason to believe that this splendid showing will be 
continued. G is being considered for admission to the firm. He has 
$20,000.00 cash to invest. It is evident that if A and B admit 0 as a 
partner without making any adjustment for goodwill on the balance 
sheet, they will be giving him the advantage of excess profits which 
they have managed to produce through their development of the 
goodwill of the business. It is reasonable to assume that this goodwill 
is worth at least $75,000.00, although it is a general rule in account- 
ing that goodwill shall not be brought upon the books, except when 
purchased. There are a few exceptions to this rule. One exception is 
found in the present illustration. A and B would be justified in 
bringing goodwill upon the books at whatever they regard to be its 
value in order that they may show their net worth accounts propor- 
tionately increased. It is decided among A, B, and G that the good- 
will shall be eapitalized at $80,000.00 and that three-fourths of this 
amount shall be credited to A’s Gapital account and one-fourth to 
B’s Gapital account. The entry on the journal is as follows: 

December 31 y 19 — 

Goodwill. . 80y000.00 

A Capital account. 60y000.00_ 

B Capital account 20,000.00 

To bring goodwill on books preliminary to admission of C as 
partner. 
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The entry to admit G is as follows; 

December 31, 1Q- 

Cash 20,000.00 

C Capital account 20,000.00 

To admit C as partnei . 


The balance sheet of the firm of A, B, and C now stands as 
shown in Fig. 134. 

A, B, and C 

Balance Sheet 

as at December 3t, 19 — 


Cash 

. S 26,000.00 

Accounts Payable. 

... $ 18,000.00 

Accounts Receivable . . 

15,000.00 

Mortgage 

. 5,000.00 

Merchandise. . . . 

25,000.00 

A Capital 

. . . 135,000.00 

Building 

70,000,00 

B Capita) 

45,000.00 

Delivery Equipment . . 

4,000.00 

C Capital 

20,000.00 

Furniture and Fixtures , 

3,000.00 



Goodwill 

80,000.00 




}f223,000.00 


5223,000.00 


Fig. 134 


The disposition of the goodwill must follow the agreement of the 
partners relative thereto. It may be permitted to stand on the 
books at $80,000.00, or it may be written off according to some 
predetermined plan. Obviously, the treatment to be accorded the 
goodwill in cases such as this should be considered before it is 
brought upon the books. If the goodwill of $80,000.00 were charged 
equally to the partners’ Capital accounts, C’s Capital account 
would show a deficit, which would hardly meet with C’s approval. 
The goodwill might be written off in the profit and loss sharing 
ratio, assuming that the profit and loss sharing ratio agreed upon is 
A, 5, B,2 and C,l. A’s capital would be reduced to $85,000.00, B’s 
to $25,000.00, and G’s to $10,000.00. The entry to accomplish such 
a reduction of the goodwill would be as follows: 


A Capital 60,000.00 

B Capital 20,000.00 

C Capital 10,000.00 

Goodwill 80,000.00 


To write off goodwill in profit and lo^s shaiing ratio, which is 
Afi, B,2 and CJ. 
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The variations in the conditions under which new partners may 
be admitted to an existing firm are innumerable, consequently, it is 
impossible to illustrate all of them. One additional case, however 
may be considered. 

Assume that A and B are partners, with investments of $30,000.00 
and $20,000.00, respectively. G desires to invest a sum which will 
give him a one-third interest in the partnership. There are two 
possible solutions to this problem; {a) where the amount invested by 
C is retained in the business and {b) where it is paid proportion- 
ately to A and B. 

a) If G invests his money in the business, the amount will be 
$25,000.00 and the entry is as follows: 


Cash 25,000.00 

C Capital 25,000.00 


To admit C as a partner in the firm of A, B, and C, C securing 
a one-third interest in the firm. 

b) In this case G will pay onc-third of $50,000.00, or $16,666.66, 
to A and B. Of this amount A will receive $10,000.00 and B 
$6,666.66. The entry on the books is as follows: 


A Capital 10,000.00 

B Capital 6,666.66 

C Capital 76,666.66 


To give C a one-third interest in the firm of A, B, and C. C pays 
10,000.00 to A personally and 6,666.66 to B personally. 

Incorporation of Partnerships. The incorporation of either a 
sole proprietorship or a partnership need not involve any important 
change in the accounting records. As a rule, the capital stock of 
small corporations is closely held and no special records for capital 
stock are required. Of course, if the old records of the partnership 
are unsatisfactory it may be desirable to close the partnership books 
and open new books for the corporation; but this is not necessary if 
the books of the partnership are satisfactory. In incorporating, the 
laws of the state in which the incorporation is to be effected should 
be scrupulously observed. As a rule, there must be at least three 
incorporators. Consequently, if a sole proprietor desires to incor- 
porate, he will find it necessary to secure two additional stock- 
holders, usually relatives or associates, who must subscribe for one 
or more shares of stock each. If a partnership consists of two mem- 
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bers, they will find it necessary to secure an additional incorporator, 
who will be required to subscribe for at least one share of stock. 

Since' capital stock having a par value is denoted in round sums, 
such as $100.00 per shai’e, or $50.00 per share, it may be necessary 
to make a slight adjustment in the partnership Capital accounts 
before transferring the capital stock of the corporation to the 
partners. To illustrate, assume that on the date of incorporation, 
the books having been closed, the capital accounts of A and B 
are as follows: 

A Capital 7,943.21 

B Capital 12,163.44 

By paying $43.21 to A and $63.44 to B the capital accounts of 
the partners will be reduced to the following amounts: 

A Capital 7^900.00 

£ Capital 72,700.00 


If capital stock of a par value of $100.00 is authorized, A might 
now subscribe for 79 shares and B for 121 shares. The entry on the 
books required to show the conversion from a partnership to a 
corporation would be as follows: 


A Capital 

B Capital 

Capital Stock 

For incorporation of the firm of A and B as A and B, Incorporated, 
A receiving 79 shares of stock and B 121 shares. 


7,900.00 

12,100.00 

20,000.00 


Partnership Dissolution. Partnerships may be dissolved for any 
one of several reasons (see Chapter 15). When dissolution occurs 
it is necessary to liquidate the assets and pay the various clainos 
against the firm. Creditors must be paid in the following order: 
(1) preferred, (2) fully secured, (3) partially secured, (4) unsecured. 

After creditors are paid in full, loans from partners must be 
liquidated. Finally the investments of the partners must be repaid. 
Profits and losses incurred during the period of liquidation must be 
distributed in the usual profit and loss sharing ratio. 

Sometimes but one payment to the partners need be made, but 
frequently it is necessary to pay the partners in two or more install- 
ments. In the latter event, the person in charge of liquidation must 
be careful not to overpay any partner. 
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Case 1. Assume that through a process of liquidation all liabilities 
of the firm of A and B have been liquidated and that a trial balance 
appears as follows: 

A and B 
Trial Balance 

July 31, 19— 


Cash . . 
Deficit . , 
A Capital 
B Capital 


Assuming that profits and losses are shared equally, the distri- 
bution of the deficit of lf30, 000.00 will result in the following trial 
balance. 

A and B 

Trial Balance 
J uly 31, 19— 


100,000.00 

30.000. 00 

100,000.00 
30,000.00 

130.000. 00 130,000.00 


Cash 100,000.00 

A Capital. 85,000.00 

B Capital 15,000.00 

100,000.00 100,000.00 


The distribution of the cash is made as follows: 

A Capital. . . .... . 85,000.00 

B Capital. . 15,000.00 

Cash 100,000.00 

For first and final distribution to A and B. 


It is sometimes desirable to tabulate the data relative to the 
distributions in order to show more clearly the facts involved. In 
Fig. 135 is shown such a tabulation of the data relative to the 
distribution to A and B. 

A and B 

Distribution 



A (50 per 
cent) 

B (50 per 
cent) 

Total 

Balance in Capital Accounts 

First and final distiihution 

100,000.00 

30,000.00 

130.000. 00 

100.000. 00 

Loss apportioned 

15,000.00 

15,000.00 

30,000.00 

Distribution 

85,000.00 

15,000.00 

100,000.00 


Fig. 135 
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Case 2. This illustration differs from the preceding one in that 
three dividends are paid, that is, two interim dividends and one 
final dividend. Assume that after all debts are paid and profits and 
losses distributed, the trial balance of the firm of A, B, and C is 
as follows: 

A, B, and C 

Trial Balance 

November 30, 19 — 


Assets 400,000.00 

A Capital 200,000.00 

B Capital 150,000.00 

C Capital 50,000.00 

100,000.00 400,000.00 


Three liquidating dividends arc paid as follows: $100,000.00, 
$150,000.00, $75,000.00. 

The facts relative to the distribution are set forth in Fig. 136. 


A, B, and C 

Distribution 



A 

per cent) 

B (33^ 
per cent) 

C (33^ 

per cent) 

Total 

Balance in Capital Accounts 

200,000.00 

150,000.00 

50,000.00 

400,000.00 

First Distribution 




100,000.00 

Passible Loss 

100,000.00 

100,000.00 

100,000.00 

300,000.00 


100,000.00 

50,000.00 

50,000.00* 



25,000.00* 

25,000.00* 

50,000.00 


First Distribution apportioned 

75,000.00 

25,000.00 


100,000.00 

Balance 

125,000.00 

125,000.00 

50,000.00 

300,000.00 

Second Distribution 




150,000.00 

Possible Loss 

50,000.00 

50,000.00 

50,000.00 

150,000.00 

Second Distribution apportioned 

75,000.00 

75,000.00 


150,000.00 

Balance 

50,000.00 

50,000.00 

50,000.00 

150,000.00 

Third Distribution 




75,000.00 

Loss 

25,000.00 

25,000.00 

25,000.00 

75,000.00 

Third Distribution apportioned 

25,000.00 

25,000.00 

25,000.00 

75,000.00 


Fig. 136 


In the foregoing tabulation, the possible loss after the first 
distribution is made is $300,000.00. When this is distributed equally 
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to A’s, B’s, and C’s Capital accounts, there results a deficiency of 
$50,000.00 in C’s Capital account. This must be borne equally by A 
and B as shown by the amounts followed by an asterisk (*). As a 
result of this distribution of G’s deficit the first distribution is made 
$75,000,00 to A and $25,000.00 to B. Following the double ruling 
the balances of the accounts as reduced by the first distribution are 
shown and the same procedure is followed again. After the second 
distribution is effected the possible loss is $150,000.00. After this is 
distributed in the profit and loss sharing ratio, the second distribu- 
tion is indicated, namely, $75,000.00 to A and $75,000.00 to B. In 
case of the third and final distribution, the actual loss of $75,000.00 
is distributed equally and the third distribution is made $25,000.00 
to each partner. ' 



Chapter 1 7 

THE VOUCHER SYSTEM 


Treatment of Purchases. The treatment of purchases is an 
important consideration in any commercial or manufacturing 
enterprise. This is true for several reasons. In the first place, 
purchases represent one stage in the important cycle of circulation 
of capital. In other words, a large part of the capital of an enter- 
prise must be used in making purchases and this process is con- 
sistently repeated. 

In the second place, there arises the question of the transfer of 
title and, consequently, the prompt reflection ol the resulting 
liabilities on the records. Some concerns pay promptly in order to 
secure all cash discounts. In such cases there is not likely to occur 
any great discrepancy, even though no record is made of purchases 
until cash is disbursed. Even then, however, there results a certain 
lag because there is always outstanding at least 10 days’ purchases 
for which payment has not been made. This discrepancy would be 
serious at the close of the accounting period if the cash basis of 
accounting were adhered to, since it would result in the omission of 
all liabilities on recent purchases not yet paid for. 

In the third place, omitting to make entries for purchases for as 
long a period as 10 or 12 days means that although title has been 
taken for the goods bought and the corresponding liability thereof is 
acknowledged, the information relative to such purchases is kept in 
the form of memoranda. This is obviously unsystematic and is likely 
to lead to errors and discrepancies. 

One plan of avoiding these errors is to operate a purchases 
journal in which entries are made debiting Purchases account and 
crediting the individual or concern from whom the purchase is 
made. This results in showing all liabilities incurred to date and 
therefore insures accuracy in the balance sheet and income state- 
ment of the accounting period, because credits are correctly ex- 
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pressed, and in the inventory of merchandise are included all items 
of purchases for which a corresponding liability is shown. 

It should be noted, however, that the word purchases as used here 
is limited strictly to purchases of merchandise in case of commercial 
establishments and to raw materials in case of manufacturing enter- 
prises. In fact, this word might be extended to cover practically all 
expenditures. For example, using the word in a broader sense, it 
may be said that advertising, repairs, and labor are purchases. 
There is no reason why purchases of merchandise or raw materials 
should be given essentially different treatment from purchases of 
repairs, advertising, labor, and other items. The desirability of 
standard and uniform procedure in connection with all expendi- 
tures requiring the disbursement of cash is evident. This uniformity 
of procedure is secured through the operation of what is known as 
the voucher system. 

The voucher system is found in various forms and, of course, 
must be adapted to the needs of the enterprise in question. Essen- 
tially, however, the voucher system may be said to be a uniform 
method of treating all types of purchases, not only purchases of 
merchandise or raw materials, but purchases of advertising, rent, 
repairs, labor, salaries, fixed assets, delivery equipment — in fact, all 
items of expenditure for which disbursements of cash must be made. 
It is evident that where the voucher system is used the purchases 
journal must be radically revised, since many special columns are 
required to record the wide variety of purchases which must be 
made. In fact, the procedure involved when the voucher system is 
installed consists in abandoning the purchases journal and using in 
its place a record which is known as a voucher register. This con- 
tains whatever special columns the needs of the concern in question 
dictate. Thus, a concern engaged in the retail hardware business 
would require in the voucher register columns for purchases, 
advertising, clerical help, salaries, as well as a miscellaneous column. 
A concern engaged in manufacturing would require columns for 
raw materials purchases, factory expense, factory labor, selling ex- 
pense, administrative expense, advertising, salaries, and a sundries 
column, as well as such other columns as special circumstances 
might require. In any event, there must be a column in which every 
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item is entered in order that the credit or liability side of each trans- 
action may be recorded. Every entry in the voucher register is 
essentially a journal entry in which the debit is recorded in one or 
more debit columns, such as the Advertising column, or the Pur- 
chases column, and the credit is invariably recorded in a Credit 
column known as the Voucher Payable column. In other words, 
there must be several or many debit columns in the voucher register 
and but one, or at the most, two credit columns. The essential credit 
column is, as already stated, the Voucher Payable column, but in 
addition to this there may be a credit column in which are recorded 
discounts on purchases. 

The method of operation of these columns will be made clear in 
the illustrations which follow in this chapter. 

The Voucher. The word voucher possesses a variety of meanings. 
The Century Dictionary defines the word as follows; “One who or that 
which vouches, as for something; a book, document, stamp, or the 
like which serves to prove the truth of something; specif., a receipt 
or other written evidence, as of the payment of money.” 

Illustrations of vouchers are found in checks, notes, and many 
other forms of commercial paper. Any document which tends to 
substantiate the validity or character of a transaction may be re- 
garded as a voucher. In the narrow technical sense in which the 
word is used in this chapter, it refers to a highly specialized business 
form which performs an important function in connection with the 
operation of the voucher system. It may be said to be a form on 
wliich are shown all of the essential facts relative to any purchase 
which will require the disbursement of cash and which, therefore, 
may be used as a basis for an entry in the voucher register. 

The essential information for the filling out of the voucher is 
usually secured from the invoice received from the person or con- 
cern from. whom the purchase is made. Thus, if a purchase of 
certain raw materials has been made, the invoice received from the 
seller of the raw materials will indicate the quantity and amount 
together with the terms of the sale. If a purchase of merchandise has 
been made, similar facts will be shown on the invoice received from 
the seller of the merchandise. If the purchase takes the form of an 
auto delivery truck to be used in the business, the essential facts will 
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likewise be shown on the invoice received from the auto dealer. If 
the purchase takes the form of repairs made by an outside con- 
tractor, the invoice received from him will indicate the nature of the 
repair and the amount to be paid. In case of labor and salaries, 
however, an invoice will not be received but the essential facts will 
be obtained from the payroll records. Given the facts in any particu- 
lar transaction, which requires the disbursement of cash, the 
voucher will be made out after the invoice or other supporting 
document has been properly audited. In other words, all invoices 
are either audited or unaudited invoices. The audit of an invoice 
consists in checking it as to (a) quantity, {b) receipt of goods, (6) 
accuracy of extensions and additions, {d) terms of payment, and (c) 
distribution of resulting charges, that is, what accounts are to be 
charged when the invoice is entered in the voucher register. 

The fact that the invoice has been checked as to quantity, 
accuracy, etc., should appear definitely on the face of the invoice. 
It is then ready to be vouchered by transferring the essential infor- 
mation from the invoice to the voucher form. After this has been 
done, the invoice may be attached to the voucher; and after the 
essential information shown on the voucher has been entered on the 
voucher register, the voucher with attached invoice should be filed 
according to date of payment in an unpaid voucher’s file. Later, 
after the voucher has been paid, it should be filed either according 
to alphabetical arrangement or in serial order. These audited 
vouchers are likely to accumulate in large quantities and consider- 
able filing space may be required for them since they should be 
preserved for a long period of years. Before entry of the voucher in 
the voucher register is made, the voucher also should be audited by 
being checked as to all e,ssential details, such as unit price, quan- 
tities, extensions and additions, as well as the account or accounts to 
be charged. In Fig. 137 is shown the face of a voucher and in Fig. 
138 is shown the reverse side of the same form. 

The student should examine these forms of the voucher and 
note the use of each space. For example, in Fig. 137 the number of 
the voucher appears at the top and under the voucher number 
appears space for the check number. Vouchers as well as checks are 
numbered consecutively, but this does not mean that the voucher 



The Voucher System 285 

number will be the same as the check number. Sometimes vouchers 
are not paid in the order in which they are numbei'ed. Thus, number 
210 might be the voucher number and the check number might be 
214. The date is the date on which the voucher is prepared. The 
terms are those indicated in the voucher, such as 2/10, n/30 or 
2/10, n/60. The payee’s name and address should be entered in the 
space provided. The Description column is to be used for as mucli 
detail as is necessary to specifically indicate the character of the 
purchase. In the Unit Price column should appear whatever the 
price per unit is, as, for example, $2.00 per barrel. In the Totals 
column should be extended the amounts secured by multiplying 
the unit price by the number of items. The Approved Jor Payment 
space should be signed by the proper official. In the illustration this 
is the president. The accountant or bookkeeper should sign in the 
Entered in Voucher Register space. 

On the reverse side of the voucher appears the account distribu- 
tion. This in some cases may be much more detailed than is shown 
in the illustration. Opposite each item to which a charge is made 
should appear the amount. For example, on the same voucher 
might be a charge of $2,000.00 to direct labor and $1,000.00 to 
indirect labor. On the voucher there might be a charge to Power. If 
the account to be charged is not indicated, it should be written in 
the blank space under Sundries. The total of the account distribution 
should, of course, agree with the amount shown on the reverse side 
of the voucher. Under Summary is given what is in effect a summary 
of the entire voucher, as a reading of the items beginning with 
Voucher No. and ending with Discounts shows. In Fig. 139 is shown a 
form of voucher with all information on one face. 

Voucher Register. The voucher is used as a basis for the entry 
to be made in the voucher register. The voucher register, as already 
explained, is an expansion of the purchases journal so arranged as to 
permit entering all types of purchases which necessitate the disburse- 
ment of cash. It therefore displaces the purchases journal but does 
not displace the general journal, which remains available for 
adjusting and closing entries, as well as entries in which no cash 
transaction is involved. The voucher register practically displaces 
the cash payments book, since the distribution ordinarily made in 
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the cash payments book is made in the voucher register. In place of 
the cash payments book, however, it is necessary to operate a check 
register, which provides a systematic record of all checks drawn and 
serves as a posting medium, as will be explained. 

The voucher register must be designed to fulfill the require- 
ments of the business in question. The columns and column head- 
ings must conform to the classification of accounts in effect. The 
size of the business and the volume of the transactions must also be 
considered. In a large concern it may be impossible to provide as 
many columns as the classification of accounts would indicate to be 
necessary so that coding may be resorted to. That is, in a given 
column, such as the factory expense column, many different kinds 
of factory expense items may be listed and designated by distin- 
guishing numbers so that at any time an analysis may be made of 
the total of this column. Other columns may be coded in the same 
manner. In Fig. 140 is shown a form of voucher register. 

Referring to Fig. 140, the reader should study the treatment of 
each voucher entered therein. The first voucher is number 15. The 
distribution of this voucher may be expressed in journal entry form 
as follows: 

Raw Materials 350.50 

Mercjiandise Purchases 250.00 

Vouchers Payable, 600.50 


The postings are not made from the voucher register, however, 
until the end of the month, when the columns are totaled and the 
totals posted. The page of the ledger to which each total is posted is 
written in above the total in the voucher register. The Sundry 
Accounts column cannot be treated in this way because each item 
must be posted separately, the page number of the ledger being 
entered in the L. F. column. The posting of the voucher register 
shown in Fig. 140 may be expressed in journal entry form as follows: 


Raw Materials 

Merchandise Purchases 

Wages 

Office Salaries 

Advertising 

Fm nilure and Fixtures 
Vouchers Payable . 


350.50 

250.00 

600.00 
530.00 

50.00 

63.00 

1,865.50 
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It should be emphasized that no entries in the journal, such as 
those above, are required since the postings are made direct from 
the voucher register. The illustrative entries above are shown 
merely to indicate how equality of debits and credits is secured in 
the voucher register. 

As has already been staled, it may be desirable to code one or 
more columns in the voucher register because it is impossible to 
provide separate columns for all accounts falling within a certain 
class of expenses. For example, in case of a manufacturing enter- 
prise it might be desirable to code manufacturing expenses. In order 
to show how such coding is accomplished, the right-hand page 
shown in Fig. 140 is revised in Fig. 141 to make possible the coding 
of manufacturing expenses. 

By referring to the Manufacturing Expense column, it will be 
noted that account number 440 is charged once, account number 
441 twice, or for the total of $85,000.00, etc. In connection with the 
coded column, it is necessary to use an analysis sheet in order to 
determine the amount charged to each account number. The post- 
ings arc made from the analysis sheet in order that each account 
may be charged for the proper amount. In connection with the 
voucher register form shown in Fig. 141, three analysis sheets would 
be needed — one for manufacturing expense, one for selling expense, 
and one for administrative expense. Assuming that there arc seven 
accounts included in each of these three divisions it is evident the 
three-column headings in the voucher register provide for 21 differ- 
ent accounts. A study of Fig. 142 will indicate the manner in which 
the analysis sheet is employed. 

The Voucher Check. Payment on a given voucher must be 
made by issuing a check for the amount shown in the Voucher 
Payable column for the voucher in question. The lunction of such 
check is usually threefold; (1) to afford certain information to the 
payee, such as date of vendor’s invoice and vendee’s voucher 
number; (2) to pay the debt; (3) to serve as a receipt for payment. 
The number of the check should be entered on the voucher and in 
the voucher register. This indicates exactly how each voucher is 
paid. The number of the voucher may be entered on the check at 
the time the check is made out, but this is not done by all companies. 
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There are four possible types of checks which may be used in 
connection with the voucher system: (1) ordinary check with which 
is mailed a copy of the voucher, (2) single form voucher check, (3) 
ordinary check with detachable information, (4) folder voucher check. 

When the voucher is mailed with an ordinary check, the purpose 
is to furnish to the payee certain information which will help him to 
recall the transaction and to enable him to make a check-up to see 
that the payment is of correct amount and otherwise as the vendee 
claims. Such a voucher should also serve as a receipt, since the 
payee is expected to sign it and return it to the vendee. Here, 
however, difficulty may arise because in some cases the vendor will 
not take the trouble to sign and return the voucher. For this reason 
the vendee always should make out such a voucher in duplicate. 
Owing to the disadvantages which attach to the sending of the 
original voucher accompanied by an ordinary check, the plan has 
been abandoned to a large extent. 

Under the second plan listed above, there appears on the face 
of the check a small space in which may be written the distribution 
of the charges and other information. This information is trans- 
ferred to the check from the voucher. This is not satisfactory if the 
information to be shown on the check is detailed. In general, how- 
ever, the plan is good, especially since the size and simplicity of the 
check make it convenient to handle. 

Under the third plan suggested, the voucher or data derived 
from the voucher is attached to the check in detachable form. The 
payee detaches this section from the check and keeps it. 

The fourth plan makes use of the folder voucher check. The face 
of this check, before folding, comprises the check and a space for 
indorsements. The voucher is on the back of the check. When the 
check is folded, the voucher is on the inside and the check is on one 
face of the outside. The space for indorsement is on the other out- 
side face. No part of this type of check is detachable. The only 
disadvantage in this type of voucher check is that it is somewhat 
unwieldy to handle. In Fig. 143 is shown the single form of a 
voucher check. In Fig. 144 is shown a check with detachable infor- 
mation. In Fig. 145A is shown the face of a folder voucher check, 
and in Fig. 145B is shown the back of the folder voucher check. 
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Treatment of Cash. The use of a voucher system has no effect 
upon the method of treating cash receipts. On the other hand, the 
cash disbursements journal is entirely changed. Under the voucher 
system it is preferable to make the cash receipts journal and the 
cash disbursements journal two entirely separate books, each, of 
course, handled by a different person. 

The cash disbursements journal becomes what is usually called 
the check register, a relatively simple record. This is because most 
of the columns ordinarily found in the cash disbursements journal 
are transferred to the voucher register where the distribution of the 
charges is made. In effect, the cash disbursements journal becomes 
a register of checks. A form of a check register is shown in Fig. 146. 

The columns in the check register arc as follows: (1) date, (2) 
name of payee, (3) check number, (4) voucher number, (5) voucher 
payable, dr., (6) bank, cr. If checks are drawn on more than one 
bank, there should appear a column for each bank. The only 
columns that are posted are the Voucher Payable, Dr., and the 
Bank, Cr., columns. The page in the general ledger to which the 
postings are made is written in above the totals in the check register. 


Check Register 


Date 

Name of Payee 

Check 

Number 

Voucher 

Number 

Vouchers 

Payable 

Dr 


Bank 

Cr. 


70— 

Feb. 

14 

Payroll 

60 

17 

575 

00 

575 



17 

Grandell Advt. Co 

61 

16 

50 

m 

50 

i 


20 

James Mfg, Co 

62 

15 


a) 

600 

t 


28 

Payroll , . . . 

63 

19 

575 

00 

575 

1 






( 5 ) 

1,800 

00 

m 

1,800 

00 


Fig. 146 


Use of Accounts Payable Ledger. One of the reputed advan- 
tages of the voucher system is the possibility of eliminating the use 
of the creditors or accounts payable ledger. In some cases this is an 
undoubted advantage, but not always, owing to the following con- 
siderations: (1) Where no accounts payable ledger is kept, the 
amount of business done with each creditor is not readily ascertain- 
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able. (2) The work of referring to past transactions may be in- 
creased rather than decreased by the elimination of the accounts 
payable ledger. 

However, it is possible to maintain an accounts payable ledger 
when the voucher system is used. Accounts with creditors may be 
kept in a subordinate ledger, postings being made to these accounts 
from the voucher register and from the check register. Credits are 
posted from the Vouchers Payable column in the voucher register, 
and debits are posted from the Vouchers Payable column in the 
check register. Vouchers prepared for payroll, expenses, and other 
accounts not affecting ci editors need not be posted to the accounts 
payable ledger. If they are not posted, the accounts payable ledger 
will contain only true accounts payable, but the sum of the balances 
of the accounts payable accounts will not agree with the total of the 
unpaid vouchers, as shown in the Vouchers Payable account in the 
general ledger. This is because the latter account comprises all cash 
disbursement items, not simply those pertaining to creditors. 

The accounts payable ledger may be made to agi'ec with the 
Voucher Payable account by carrying in the accounts payable 
ledger an account for Miscellaneous Hems. Items other than true 
accounts payable items will be posted to the credit of this account 
Irom the voucher register and to the debit of the account from the 
check register. 

Where it is not desirable to operate an accounts payable ledger, 
it is possible to maintain an index of creditors. This is usually in 
card form, one card being filled out for each creditor. Each card 
when filled in to date shows the voucher numbers relating to all 
transactions with the creditor in question. These voucher numbers 
may be used as a basis of reference should additional information to 
be found in the voucher register be desired at any time. The cards 
should be arranged in alphabetical order and filed for reference. 

Special Considerations. The voucher system should not be 
installed without first giving consideration to certain matters which 
may render its operation difficult or impossible. These will be 
briefly treated under the following heads: (1) discounts on pur- 
chases, (2) partial payments, (3) purchase returns and allowances, 
(4) notes payable. 
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7. Discounts on Purchases. Nearly every concern takes some of the 
cash discounts that are available, and some enterprises arc able to 
take all cash discounts. The treatment of cash discounts on pur- 
chases can be accomplished satisfactorily in connection with the use 
of the voucher system if it is known in advance what policy is to be 
pursued with reference to cash disbursements. If it is known that the 
enterprise will be able to take all cash discounts, there should ap- 
pear in the voucher register immediately following the Voucher 
Payable, Gr., column a Purchases Discount, Gr., column. To illus- 
trate the procedure, assume that the invoice price is 3?400.00 and 
the cash discount is S8.00. With the voucher register ruled, as indi- 
cated above, the entry therein expressed in journal form is: 

Futchates. . . . . 400.00 

Voucher Fayahle 392.00 

Purchases Discounts 8.00 

When this item is paid, the entry in the check register expressed 
in journal form is: 

392.00 

392.00 


Vouchers Payable . 
Cash 


Next, assume that the concern may not be able always to take 
the cash discount. In this event the Purchases Discount column 
should appear not in the voucher register but in the check register. 
The voucher invariably will be made out for the full amount of the 
invoice. Taking the same illustration as was used above, the entry 
in the voucher register expressed in journal form is : 

400.00 

400,00 


Purchases 

Vouchers Payable 


If, when payment is made, it is possible to secure the discount, 
the entry in the check register expressed in journal form is: 

400.00 

392.00 


Vouchers Payable 
Cash 


Discount on Purchases. 


8.00 


If, however, the concern is unable to pay in time to secure the 
discount, the entry in the check register expressed in journal 
form is: 

400.00 


Vouchers Payable 
Cash 


400.00 
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2. Partial Payments. Under the voucher system each voucher may 
be said to be a unit, since it is filled out to cover a definite debt 
which is to be paid. A partial payment of the voucher would result 
in much confusion, so it must be paid in full. The only way in which 
partial payments may be treated satisfactorily under the voucher 
system is to know in advance what the amount of each payment is so 
that a separate voucher may be made out for each payment. Thus, 
if there are to be two payments, one voucher represents the first 
payment and another the balance. If a single voucher has already 
been made out and it is decided to make a partial payment, the 
original voucher must be cancelled and the entry therefor in the 
voucher register crossed out. The original voucher should of course be 
preserved in the paid vouchers file. The number of the new vouchers 
used in place of the original voucher should be entered in the 
Manner of Payment column for the original voucher. If partial pay- 
ments are extensively used, it may be desirable to avoid the use of 
the voucher system. 

3. Purchase Returns and Allowances. If there are many purchase 
returns and allowances, the voucher system may be found to be 
impracticable. The solution may be found, however, in a check of 
all returns and allowances before it is necessary to make out the 
voucher. When this can be done, the voucher is made out for the 
net amount and no difficulty arises. It is highly important therefore 
that all goods should be received and checked carefully before the 
voucher is made out. Unfortunately, there may be some returns and 
allowances which cannot be discovered in this process. When such 
items occur, one of two possible procedures may be followed, 
namely; (1) write the amount of the purchase return and allowance 
in the vouchers register in red ink, or (2) make an entry in the gen- 
eral journal and then issue a new voucher. 

When the red ink method is used, the entry must be made in 
small figures in red ink on the same line of the voucher register in 
which the affected voucher is entered, but above the amounts in 
the Voucher Payable, Gr., and Purchases, Dr. (or other debit) 
columns. The red figures represent deductions from the black 
figures and only the difference should be included in the totals of 
the columns. 
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When the journal entry method is followed, the old voucher 
must be cancelled and a new one made out. The cancellation of the 
old voucher is effected by the journal entry as follows; 

Vouchers Payable 400.00 

Vouchers Payable qq 

Purchase Returns and Allowances 25 00 

To issue voucher number 269 and to cancel voucher number 260, 
because oj retains and allowances on goods 


The new voucher for $375.00 must be entered in the Sundry 
column in the voucher register and must be debited to Vouchers 
Payable instead of to Purchases. The net effect of the whole proce- 
dure may be expressed as follows; 

Purchases . . . 400 00 

Vouchers Payable . . 375M 

Purchase Returns and Allowances . . . 25 00 

This method is somewhat more complicated than is the red ink 
method but keeps the books in neater condition. 

4. Notes Payable. The liabilities created by the issuing of notes 
should be shown under the title of Notes Payable. When, however, a 
note is paid, a voucher must be prepared authorizing the payment. 
Of course, such a voucher should not be used until the date of 
maturity of the note in question arises. Expressed in journal form 


the entry in the voucher register is: 


Notes Payable . . . 

600.00 

Vouchers Payable , .... 

60000 

In the check register the entry is: 


Vouchers Payable . . . 

600.00 

Cash . . . 

60000 

Thus, the debit to Vouchers Payable account in the check 

register offsets the credit to Vouchers Payable 

account in the 


voucher register. 



Chapter 18 

MANUFACTURING ACCOUNTING 


The Problem of Cost. The concept of cost is one of basic im- 
portance to every student interested in the principles of accounting. 
Although it frequently is thought of as being limited to discussions 
of cost accounting, this is not the truth. The concept of cost is ap- 
plicable to all processes of accounting. Cost is just as important to 
the merchandise wholesaler or retailer as it is to the manufacturer. 
The only difference is the manner in which cost must be computed. 
In some instances, cost is a relatively simple concept. In other cases, 
it is highly complex. 

A retail dealer engaged in the sale of merchandise is apt to think 
of cost, as applied to the merchandise which he sells, as the invoice 
price of the goods which he purchases from wholesalers and middle- 
men. Reflection shows, however, that this is not the case. Cost to 
the retailer is more complicated than this. It includes not only the 
invoice price of the goods but also transportation costs, insurance 
during its transportation, as well as insurance and other storage 
costs after the goods are received. 

In manufacturing, the concept of cost is even more complicated. 
This is because of the processes through which raw materials must 
go before they are ready for sale in the form of finished goods. The 
raw material costs include practically all costs applicable to mer- 
chandise purchased by the retailer, but after raw material costs are 
ascertained it is necessary to compute the costs involved in the 
manufacturing process. The necessity of accurate unit costs in this 
respect has given rise to an important science, namely, that of cost 
accounting. This science of cost accounting will not be explained in 
this book. It will be necessary to limit the discussion of cost and 
manufacturing to general or yearly costs. When such total costs for 
a month or a year are secured, unit costs of reasonable dependa- 
bility can be computed only where the output is homogeneous, that 
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is each unit like other units. Thus, if a concern manufactures one 
type of piano, total yearly manufacturing costs divided by the 
number of pianos manufactured gives the cost per piano. If, how- 
ever a concern manufactures pianos of various models, some much 
more costly than others, it is evident that the cost per piano cannot 
be obtained by the simple method described above. 

Elements of Cost. It is now in order to state more fully what are 
the elements of cost in manufacturing. These may be first listed and 
then explained. They arc as lollows: (1) direct materials, (2) direct 

labor, (3) overhead. ,, i i 

7 Dired Materials. Direct materials comprise all physical ma- 
terials which enter into the composition of the manufactured 
product. Excluded from the category of direct materials are all 
materials consumed in the manufacturing process but which do not 
enter into the construction of the article produced. The oil used to 
lubricate machines comes under the head of supplies or indirect 
materials, since it does not become a part of the structure of the 
output. All of the materials of this sort arc usually carried in 
an account entitled Supplies or Factory Supplies, as it is important 
to distinguish them from other items of supplies, such as Office 

Supplies. . , , . 

Direct materials must be purchased with a view to the needs of 

the manufacturing processes. Naturally, a concern must first deter- 
mine what type of output it wishes to produce in view of its facilities 
and the demands of the market. In other words, it must prepare a 
kind of budget of articles to be manufactured. It then purchases raw 
materials most suitable for the construction of these articles and at 
the best price obtainable. The chief dement of cost of direct raw 
materials is the price paid for them, but accuracy demands that 
certain other elements of cost be added to the purchase price, such 
as transportation inwards, insurance, and storage costs, lypical 
illustrations of raw materials are as follows: 

a) In the case of a furniture manufacturing plant, direct mate- 
rials consist of lumber, glue, paints, varnishes, screws, nails, uphol- 
stering material, etc. Indirect materials in the same type of plant 
would comprise sandpaper, oil for lubricating machines, pumice 
stone for polishing, etc. 
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b) In the case of a concern engaged in the manufacture of hats, 
direct raw materials should consist of furs and ribbons for felt hats, 
straw or other light materials for summer hats, leather for hat 
bands, thread, etc. Indirect materials would be such items as clean- 
ing materials and lubricating oils. 

c) In case of an oil refinery, direct raw materials comprise the 
various kinds of crude petroleum. Indirect materials comprise cer- 
tain chemicals used in the refining processes, as well as lubricating 
oils, cleaning materials, etc. 

2. Direct Labor. Direct labor is labor applied in such a way that it 
can be accounted for as a part of the cost of a unit of output. It is in 
contrast with indirect labor which, being a part of overhead cost, is 
considered below under that topic. 

Suppose, for purposes of illustration, a furniture manufacturing 
concern is manufacturing ofhee desks. The direct material involved 
consists of lumber, glue, screws, nails, and varnish or lacquer. The 
direct labor is that labor which is definitely expended in connection 
with the manufacture of the desks. Thus the labor required to saw 
the lumber, to smooth it, to fasten it together in the form of a desk, 
to polish and varnish it, is direct labor. It is evident, however, that 
these processes of manufacture could not be carried on if certain 
expenditures were not made for indirect labor. Examples of the 
latter are janitor services, repairs to machines, and labor necessary 
to keep the factory in efficient operating condition. 

Direct labor sometimes comprises a large part of total cost. This 
is especially true where much hand work or so-called bench work is 
required. Direct labor is reduced to a minimum where highly 
standardized products can be made on machines which can be 
operated at a relatively small cost for labor. 

Suppose that a factory has received an order for an especially 
designed piece of furniture. In such a case, large expenditures for 
skilled direct labor are required. 

J. Overhead Cost. Overhead cost includes all manufacturing costs 
other than direct materials and direct labor. It is sometimes termed 
oncost or manufacturing overhead expense. However, overhead cost ap- 
pears to be the more suitable expression. Illustrations of overhead 
cost are as follows: (a) indirect labor, (b) power, (r) heat and light, 
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{d) supervision, {e) insurance, (/) depreciation, (g) miscellaneous 
factory expenses. 

It is not necessary to enter into a detailed discussion of overhead 
costs. It is necessary, however, that each enterprise, engaged in 
manufacturing, carefully account for all elements of overhead 
cost. 

A brief description of each of the items listed above as elements 
of overhead cost will aid the student to secure a better understand- 
ing of this important matter. 

a) Indirect labor is all labor which cannot be regarded as being 
directly applicable to a unit of output. As in the case of all other 
elements of overhead costs, indirect labor must be applied to output 
by allocating or distributing it on some arbitrary basis. By arbi- 
trary basis is meant some plan of distributing overhead cost to out- 
put without any serious inaccuracy. For example, if indirect labor 
is distributed to output proportionately to direct labor, such distri- 
bution is said to be made on an arbitrary basis. To illustrate, sup- 
pose that in a given month three machines are constructed at a 
direct labor cost of 357,000.00, |2, 000.00, and $1,000.00. Assume 
further that indirect labor for the month amounts to $1,000.00. If 
the distribution of the indirect labor is made on the basis of direct 
labor cost, the facts relative to direct labor costs and indirect labor 
costs may be stated thus: 



Direct Labor 

Indirect Labor 


Cost 

Cost 


7.000. 00 

2.000. 00 

700.00 

Machine Number 2 

200.00 

Machine Mumber 3 

1,000.00 

100.00 


b) Power is needed to drive machinery. Sometimes its applica- 
tion is such that it can be treated as direct cost, but this is not 
usually the case. 

c) Heat and light must be treated ordinarily as indirect cost 
because of the impossiblity of allocating this item on any other than 
an arbitrary basis. 

d) Supervision includes the services of foremen and factory 
managers. Since their attention is naturally shifted from one job to 
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another and frequently is not applicable to any particular work, 
the cost of such supervision must be treated as overhead cost. 

e) Insurance here refers to insurance on factory, equipment, and 
buildings. This obviously is an element of overhead cost. 

/) Depreciation, as applied to cost of manufacturing, includes 
depreciation of factory, buildings, machinery, and equipment. 
Unfortunately this important element of manufacturing cost is 
neglected frequently or treated in an unscientific manner. It is as 
much a cost of production as is labor or material. Because of its 
character it ordinarily must be accounted for as overhead cost. 

g) Miscellaneous factory expenses. Under this head must be 
included all items of manufacturing cpst which are not sufficiently 
important to make it worth while to keep separate accounts for 
them. The miscellaneous character of such an account obviously 
renders it impossible to distribute this item of cost on any other than 
an arbitrary basis; hence it must be regarded as overhead cost. 

Inventories. The nature of any manufacturing undertaking is 
such that three important kinds of inventories are essential to the 
carrying out of the work. The importance of correct accounting for 
inventories already has been explained in connection with the 
accounting for merchandising enterprises. If all goods purchased 
during a given period could be sold during that period, there would 
be no inventory at the close of the period and hence no inventory at 
the opening of the following period; and the total purchases in a 
given period would represent the cost of goods sold. The fact that 
there must inevitably be a closing inventory at the end of each 
period and therefore an opening inventory at the beginning of each 
period makes it necessary to allow for the amount of change in the 
inventory. Thus, if the opening inventory for a given period is 
$8,000.00, it is evident that to the purchases for the period there 
must be added $2,000.00, the amount of decrease in the inventory, 
in order to obtain the important figure known as cost of goods sold. 

Similar considerations apply to inventories in manufacturing 
accounting. It is necessary to consider three kinds of inventories: 
(1) raw materials, (2) goods in process, (3) finished goods. 

7. Raw Materials Inventory. The fluctuation which takes place in 
the raw materials inventory is significant because to the purchases 
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for a given period must be added the decrease, or from the pur- 
chases for a given period must be subtracted the increase, to deter- 
mine the cost of raw materials consumed in the manufacturing 
process. To illustrate, assume that during a given month purchases 
of raw materials amount to $12,000.00, that the opening inventoiy 
for the month was $10,000.00 and that the closing inventory was 
$1 1,000.00. This means that the cost of goods consumed is $12,000.00 
less the increase in the inventory, $1,000.00, or $11,000.00. 

2. Goods in Process. Goods in process represent materials which 
have been put into manufacturing but which are not yet completed. 
They are usually found in all stages of completion ranging from 
those which have just entered the manufacturing process to those 
which are nearly ready to be transferred to finished goods. The 
difficulties which lie in the way of a correct valuation of goods in 
process are many, unless there is in operation a cost system which 
makes it possible to accumulate all elements of cost, as materials 
proceed through the factory. Naturally, such costs are comprised of 
raw materials plus direct labor expended to date, plus a proper 
amount of overhead. In preparing the financial statements at the 
end of the accounting period, it is necessary to take into account the 
amount of the opening and closing inventories of the goods in 
process in order to determine the cost of goods manufactured. 

3. Finished Goods. Finished goods are the products of the factory 
which have passed through all required processes of manufacture. 
In order to determine the cost of goods sold, it is necessary to take 
into account the amount of finished goods at the beginning and at 
the end of the accounting period. Thus, if it is found that cost of 
goods manufactured in a given month amounts to $150,000.00 and 
it is shown that the opening and closing finished goods inventories 
amount to $45,000.00 and $40,000.00 respectively, it is evident that 
cost of goods sold is $155,000.00, that is, cost of goods produced plus 
decrease of $5,000.00 in finished goods inventory. 

Accounting Procedure Illustrated. In order to illustrate the 
principles involved in manufactiuring accounting and to show the 
variations from procedure already explained for merchandising 
accounting, an example is given. In Fig. 147 is shown the trial 
balance of the A, B, G Company as at December 31, 19 — . 



A, B, C Company 
Trial Balance 

as at December 31, 19-7 
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Accounts Payable 100,000.00 

Accounts Receivable 120,000.00 

Advertising 2,500.00 

Bad Debts 1,000.00 

Buildings 150,000.00 

Cash on Deposit 20,000.00 

Commissions Paid Salesmen 10,000.00 

Common Stock 230,000.00 

Depreciation — Buildings 6,000.00 

Depreciation — Machinery 5,000.00 

Discount on Sales 12,000.00 

Discount on Purchases 6,000.00 

Factory Expense 300,000.00 

Finished Goods Inventory, Dec. 31, 10-6 40,000.00 

Freight and Cartage Inward 2,000.00 

Freight and Cartage Outward 3,000.00 

Fuel Inventory 2,500.00 

Goodwill 50,000.00 

Insurance on Building and Machinery 1,000.00 

Insurance on Finished Goods 2,000.00 

Insurance Unexpired on Building and Machinery 500.00 

Insurance Unexpired on Finished Goods 200.00 

Interest Accrued on Investments 800.00 

Interest Accrued on Mortgage Payable 750.00 

Interest Expense 3,000.00 

Interest Income 2,000.00 

Investments 50,000.00 

Labor, Factory Payroll 75,000,00 

Land 10,000.00 

Machinery 50,000,00 

Mortgage on Plant 50,000,00 

Jlotes Payable 25,000.00 

Notes Receivable 20,000.00 

Office Expenses 5,000.00 

Office Furniture and Fixtures 8,000.00 

Office Payroll 25,000.00 

Organization Expenses 9,000.00 

Payroll, Factory, Accrued 2,000.00 

Payroll, Office, Accrued 1,000,00 

Petty Cash 500,00 

Prepaid Expenses 2,000.00 

Profit and Loss, 19-6, Deficit 15,450.00 

Raw Material Inventory, Dec. 31, 19-6 30,000.00 

Raw Material Purchases 300,000.00 

Repairs to Building 1,600.00 

Repairs to Machinery 1,200.00 


Fig. 147 — Continued on page 310 
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A, B, C Company 
Trial Balance — Continued 

as at December 31, 19 — 


Reserve for Bad Debts 2^000.00 

Reserve for Depreciation — Buildings 20^000.00 

Reserve for Depreciation — Machinery 10,000.00 

Returns and Allowances of Sales. 4,000.00 

Salaries, General Officers 45,000.00 

Salaries, Salesmen. 30,000.00 

Sales 1,000,000.00 

Salesmen's Accounts — Advertising on Sales 3,0(X).00 

Subscriptions and Donations 1,000.00 

Taxes, V. S. Income 10,000.00 

Taxes, Real Estate 6,500.00 

Work in Process Inventory, Dec. 31, 19~6 35,000.00 


1,468,750.00 1,468,750.00 

Fig. 147 ' 

Of the organization expenses one-third, or $3,000,00, is to be 
amortized or written off in the current year. The inventories as at 
December 31, 19-7, are as follows: 


Raw Materials 28,000.00 

Work in Process 32,000.00 

Finished Goods 42,000.00 


It is necessary to make four adjusting entries, one to write off 
$3,000.00 of organization expenses and the three remaining ones to 
bring the closing inventories for raw materials, work in process, and 
finished goods upon the books. These adjusting entries, together 
with the adjusted trial balance, are shown in the work sheet in 
Fig. 148. Furthermore, the items in the adjusted trial balance are 
carried to the Cost of Goods Sold columns and the Profit and Loss 
columns and the Balance Sheet columns according to their character. 

Following the work sheet, which is called Exhibit I and is shown 
in Fig. 148, are shown the following statements: 

Exhibit II — Balance Sheet 

Exhibit III — Profit and Loss Statement 
Schedule 1 — Cost of Goods Sold 
Schedule 2 — Selling Expenses 
Schedule 3 — ^Administrative Expenses 
Schedule 4 — Financial Expenses 
Schedule 5- — Financial Income 



ExfflBiT I — ^Working Papers 

December 31, 19-7 
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A, B, C Company 

Exhibit II — Balance Sheet 
December 31, 19^7 


Assets: 
Cwrent Assets: 


Gash on Deposit 

Petty Cash 

$ 20,000.00 
500.00 

$ 20,500.00 


Notes and Accounts Receivable 
Customers; 

Accounts Receivable. . $120,000.00 

Notes Receivable 20,000.00 

Less: 

Reserve for Bad Debts 

140,000.00 

2,000.00 

138,000.00 


Inventories: 

Finished Goods 

Raw Material 

Work in Process 

$ 42,000.00 
28,000.00 
32,000'.00 

102,000.00 


Other Current Assets: 

Interest Accrued on Investments 

$ 800.00 

800.00 


Total Current Assets 

Investments; 

Investments 


$ 50,000.00 

$261, .300.00 

50,000.00 

Property, Plant and Equipment: 

Buildings 

Land 

Machinery 

Office Furniture and Fixtures 

$150,000.00 

10,000.00 

50,000.00 

8,000.00 

$218,000.00 


Less; 

Reserve for Depreciation of Buildings 
Reserve for Depreciation of Machin- 
ery 

$ 20,000.00 

10,000.00 

30,000.00 

188,000.00 

Intangible Assets: 

Goodwill 


1 50,000.00, 

50,000.00 

Deferred Charges: 

Insurance Unexpired — ^Buildings and Machinery 

$ 500.00 


Insurance Unexpired — ^Finished Goods. . . 


200.00 


Prepaid Expenses 


2,000.00 


Fuel Inventory 


2,500.00 


Organization Expense 


6,000.00 


Salesmen’s Accounts — 

Advance on Salttrics 


3,000.00 

14,200.00 

Total Assets 



$563,500.00 


Fig. 1 48 — Continued on opposite page 
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A, B, C Company 

Exhibit II — Balance Sheet — Continued 
December 31, 19-7 


Liabilities; 

Current Liabilities: 

Accounts Payable 51 00,000.00 

Notes Payable 25,000.00 

Interest Accrued on Mortgage Payable 750.00 

Accrued Expenses 

Factory Payroll $ 2,000.00 

Office Payroll _ 1,000. 00 3,000.00 

Total Current Liabilities 

Funded Debt: 

Mortgage on Plant $ 50,000.00 

Capital Stock: 

Coinmon Stock $250,000.00 

Surplus: 

Profit for Period 19-7 $160,200.00 

Deficit, 19-6 115,450.00 

Taxes, U.S. Income 10,000.00 25,450.00 

Earned Surplus 

Total Liabilities 


Fig. 148 

A, B, C Company 

Exhibit III — Profit and Loss Statement 

Year Ended December 31, 19-7 


Gross Sales 1 ,000,000.00 

Less Sales Returns and Allowances 4,000.00 


Net Sates 

Cost of Goods Sold {Schedule 1) 

Gross Profit 

Operating Expenses: 

Selling Expense {Schedule 2) 45,500.00 

Administrative Expense {Schedule 3) 77,000,00 

Organization Expense Amortized 3,000.00 

Total Operating Expense 

Net Profit on Operations 

Financial Expense {Schedule 4) 

Financial Income {Schedule 5) 

Net Profit for Year Ending Dec. 3!, 19-7 

Less: 

U.S. Taxes — Income . 


$128,750.00 

50,000.00 

250,000.00 


134,750.00 

$563,500.00 


995,000.00 

703.m.00 

292,700.00 


125.500.00 

167.200.00 

15.000. 00 

132.200.00 

8.000. (1) 

160.200.00 

10,000.00 

150,200.00 


Fig. 148 — Continued on following page 
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A, B, C Company 

Schedule 1 — Cost of Goods Sold 


December 31, 19-7 

Inventory, Raw Material, Dec. 31, 19 — 

Net Purchases 

Inventory, Raw Material, Dec. 31, 19 — 

Cost of Raw Materials Used 


Direct Labor 

Prime Cost 

Manufacturing Overhead: 

Depreciation: 

Buildings 6,000.00 

Machinery 5,000.00 

Factory Expense 

Freight and Cartage In 

Insurance: 

Buildings and Machineiy 1,000.00 

Finished Goods 2,000.00 

Repairs: 

Buildings 1,600.00 

Machinery 1,200.00 

Taxes, Real Estate 


Total Manufacturing Expense. . . . 

Cost to Manufacture 

Inventory, Work in Ptocess, Dec. 31, 19-1 

Total 

Inventory, Work in Process, Dec. 31, 19-1 

Cost of Goods Manufactured 

Inventory, Finished Goods, Dec. 31, 19-1 . 

Total 

Inventory, Finished Goods, Dec. 31, 19-1 . 
Cost of Goods Sold 


30,000.00 

300.000. 00 

330.000. 00 
28,(X)0.00 


11,000.00 

300,000.00 

2,000.00 

3,000.00 


2,800.00 

6,500.00 


302.000. 00 
75,000.00 

377.000. 00 


325.300.00 

702.300.00 

35.000. 00 

737.300.00 

32.000. 00 

705.300.00 

40.000. 00 

745.300.00 

42.000. 00 

703.300.00 


Fig. 148 — Continued on opposite page 
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A, B, C Company 

Schedules 2 to 5 — Supporting Schedules 

December 31, 19—7 
Schedule 2 — Selling Expenses 

Advei Using . . . . 2,500.00 

Commissions Paid Salesmen 10,000.00 

Freight and Cartage Outward 3,000.00 

Salesmen's Salaries 30,000.00 

Total Selling Expenses 45,500.00 


Schedule 3 — Administrative Expenses 

Salaries, General Officers 45,000.00 

Subscriptions and Donations 1,000.00 

Bad Debts 1,0X1.00 

Office Expenses 5,000.00 

Office Payroll 25,000.X 

Total Administrative Expenses 77,000.X 


Schedule 4 — ^Financial Expenses 

Discount on Sales 12,000.X 

Interest Expense 3,OOO.X 

Total Financial Expenses 15,000.X 


Schedule 5 — Financial Income 

Pw chase Discount 6,000.X 

Merest Income 2,000.X 

Total Financial Income 8,000.00 


Fig. 148 — Concluded 




Chapter 19 

ANALYZING STATEMENTS 


Purpose of Statements. In preceding chapters much attention 
has been given to financial statements, particularly the balance 
sheet and the statement of profit and loss, or income statement. 
These are the fundamental statements and are looked upon by 
investors, analysts, credit men, bankers, and others as essential to 
an understanding of the condition and progress of an enterprise. 
The balance sheet is the statement which shows the condition of a 
business at a given time. The profit and loss statement, or income 
statement, is the one which shows what changes have taken place 
in the condition of an enterprise during the accounting period, that 
is, the month or the year. The balance sheet and the statement of 
profit and loss, if properly constructed, in themselves and without 
further analysis, indicate many important relationships. For exam- 
ple, a properly constructed balance sheet shows one at a glance the 
status of the working capital, because it gives the total of the current 
assets, and on the opposite side of the balance sheet it gives the total 
of the current liabilities. The amount of the working capital is 
found by deducting the total of the current liabilities from the total 
of the current assets. The working capital ratio also may be ascer- 
tained easily by dividing the total of the current assets by the total 
of the current liabilities. Thus, assuming that in a given instance, 
current assets amount to $500,000.00 and the current liabilities to 
$100,000.00, the working capital is $400,000.00 (found by sub- 
tracting $100,000.00 from $500,000.00) and the working capital 
ratio is 5 to 1, since the total of the current assets is five times the 
total of the current liabilities. 

The balance sheet and the profit and loss statement serve many 
purposes, among the most important of which are the following: 
(1) requirements of investors, (2) requirements of government, (3) 
requirements of creditors, (4) requirements of managers. 
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In some respects the requirements of the four groups indicated 
above are identical, but it will be found that as a rule each group 
makes a special demand for information in which it is particularly 
interested. Sometimes, of course, each group may find in the same 
statement the information which it requires, notwithstanding the 
fact that its requirements are different from the requirements of the 
other groups. Frequently, however, it is necessary to so construct 
and arrange financial statements as to meet the peculiar demands of 
a certain group. With these considerations in mind the requirements 
of these four important groups may be briefly considered. 

1. Requirements of Investors. The way in which capitalistic society 
is organized today, much wealth is owned by people who do not use 
it. In other words, an extensive absentee ownership of property 
exists. Since thousands of investors thus transfer to others the man- 
agement of their property, they demand enough information from 
those who use their property to enable them to reach a satisfactory 
conclusion relative to the present and future disposition which they 
may wish to make of their funds. To a considerable extent, investors 
rely upon agencies which perform for them the work of investiga- 
tion and analysis, but whether they do this work themselves or 
delegate it to experts, the same requirements must be met. There 
must be provided sufficient data upon which to base analysis and 
render judgments. 

Investors are creditors, but they should be distinguished from 
the creditors (considered in No. 3 following) in that they represent 
a group which extends long-term credit to business concerns, 
whereas creditors (as referred to in No. 3 following) extend credit for 
relatively short terms. 

2. Requirements of Government. The demands of governmental 
agencies for information arc becoming increasingly extensive, so 
much so, in fact, that the work of preparing required reports is in 
some cases burdensome and expensive. Much of the information 
which must be reported to these governmental agencies is of an 
accounting character and some of the information which is of a 
statistical character must be secured from accounting records. 
Taxation alone demands the preparation of detailed reports which 
can be prepared only when properly constructed financial state- 
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ments are available. To illustrate, the income tax may be con- 
sidered. Not only must corporations and partnerships report infor- 
mation of an accounting character, but individuals as well are 
compelled to prepare returns which involve a considerable amount 
of accounting information. 

Another illustration of the need of adequate accounting records, 
in order to fulfill governmental requirements, is found in connection 
with the reports which must be made to the Securities and Exchange 
Commission. The supervision which this Commission exercises over 
the sale of new securities is extensive and its work is based to a large 
extent on accounting principles and their applications. 

As a further illustration, the work of the Federal Trade Com- 
mission may be considered. Its investigations involve the considera- 
tion of accounting informatiori and its reports and decisions reflect 
the importance of accounting as a means of governmental super- 
vision and control of industry and trade. 

Naturally, the requirements of governmental agencies for infor- 
mation involve extensive application of the principles of analysis of 
statements. It is only by applying the principles of analysis to 
statements which are submitted by business enterprises that the 
government is able to provide equitable treatment to the various 
parties concerned. 

3. Requirements of Ci editors. Here short-term creditors are referred 
to as distinguished from investors already mentioned above. The 
United States is typically a credit using nation. Retailers sell on 
credit and buy on credit and it may be said truthfully that the 
credit structure involves practically all commercial and govern- 
mental undertakings. There are long-established agencies which 
make it their business to broadcast facts relative to the credit stand- 
ing of all kinds of private enterprises. Manulacturers and middle- 
men extend credit to retailers only when satisfactory information 
relative to their debt capacities is forthcoming. The same is true of 
commercial banks, which in some instances require highly detailed 
information of an accounting character upon which to base exten- 
sions of credit. 

4. Requirements oj Managers. Management has become a science, 
and managerial policies must be based upon all available informa- 
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tion of a pertinent character. Sometimes corporations prepare 
balance sheets and profit and loss statements to be used for internal 
or managerial purposes only, whereas they publish less detailed 
statements for public consumption. Management must go beyond 
the surface study of financial statements and must demand such 
analysis of costs and expenses as may be necessary for the efficient 
operation and control of an enterprise. 

To illustrate, suppose that the manager of an enterprise is 
interested in knowing what may be the relation of a depreciation 
charge of $10,000.00 yearly to the working capital status of his 
concern. In order to secure an understanding of the relation of 
depreciation to working capital, it is necessary for him to determine 
what the significance of the annual provision for depreciation is. An 
analysis will show him that if the depreciation charge is actually 
earned it is probable that it will take the form of an increase in 
working capital, since earnings usually pass through the stage of 
cash. Of course, this may not mean a permanent increase in work- 
ing capital, but it is a consideration of real value to the manager in 
his formation of policies relative to the provision of a satisfactory 
working capital position. 

Balance Sheet Construction. The construction of the balance 
sheet is partly a matter of title and form, partly a matter of classi- 
fication, and partly a matter of accounting principles. Many titles 
have been proposed, among which some of the most common are 
the following: (1) balance sheet, (2) financial statement, (3) state- 
ment of assets and liabilities, (4) statement of assets, liabilities, and 
capital. 

The simple title, balance sheet, is the one most frequently used and 
is also the one most suitable for ordinary purposes. Another title, 
stalement of affairs, is used in referring to the balance sheet of an 
insolvent enterprise. It differs radically from the balance sheet of a 
going concern, since it is arranged to show what values may be 
realized to meet the various claims against the concern. 

After deciding upon the correct title for a balance sheet, it is 
necessary to decide what form of balance sheet to employ. Funda- 
mentally, balance sheets group themselves into two basic forms, 
namely, the account form and the report form. In the account form 
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the assets are placed on the left-hand side and the liabilities and 
capital on the right-hand side. 

In the report form, the assets are placed above and the liabilities 
and capital below. Both forms are popular, but corporations prefer 
the account form in published reports. English accountants reverse 
the arrangement of the account form of the balance sheet, placing 
liabilities and capital on the left-hand side and assets on the right- 
hand side. One authority suggests that the reason for this is that the 
conservative Englishman likes to see his debts fir,st, whereas the 
hopeful American prefers to look at his assets fii'st. 

Assets. A satisfactory balance sheet requires much more than 
the mere listing of the assets of a concern. The assets must be classi- 
fied not only properly and so listed as to show totals of important 
groups, but they also must be evaluated according to recognized 
principles of accounting. Undoubtedly, an understanding of the 
principles followed in determining the stated values of a.ssets is of 
fundamental importance to the understanding of the balance sheet. 
In this connection it may be stated that the balance sheet of a going 
concern should reflect going concern values, not values which exist 
when an enterprise is insolvent. Most values, as reflected in the 
balance sheets of going concerns, exist simply because the enter- 
prise has excellent prospects of continuing indefinitely in business. 
Naturally, assets are brought upon the books at whatever they cost 
and it is a matter of common sense to retain this cost figure, except 
under unusual conditions. What a fixed asset costs may not be an 
index of its real value, but, as a rule, there is much value in this cost 
figure. Complete departure from the cost figure may launch the 
accountant upon a sea of speculation which will lead him into far 
greater error than will the attempt to account for the value of an 
asset primarily with reference to its cost. It is not necessary to depart 
from the cost basis of valuation in order to make due allowance for 
depreciation, obsolescence, depletion, and other factors. 

The following subdivision of assets is illustrative of good prac- 
tice: (1) current, (2) fixed, (3) investments, (4) deferred charges, 
(5) intangibles. This grouping of assets in itself affords a basis for 
analysis because it classifies all assets according to their significance 
in the business. A brief discussion of each group follows: 
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7. Current Assets. The primary characteristic of current assets is 
that they are not to be used up in the business, but they are to be 
transferred shortly into some other form of current assets. Thus cash 
is converted into merchandise through purchases. Merchandise in 
turn is converted into accounts receivable, which are in turn con- 
verted into cash. Because of this circulating character of current 
assets, they sometimes are called circulating assets. Below is given a 
list of the more important kinds of current assets: (1) cash, (2) 
accounts receivable, (3) notes receivable, (4) merchandise, (5) 
temporary investments. 

2. Fixed Assets. Fixed assets, unlike current assets, are used up or 
worn out in performing services. They arc sold only to secure what- 
ever scrap value they may have at the end of their useful life. Illus- 
trations of fixed assets are given below: (I) land, (2) buildings, (3) 
machinery, (4) delivery equipment, (5) furniture and fixtures. 

3. Investments. Under the head of investments should be listed all 
sums invested in outside enterprises, except those of a strictly tem- 
porary nature, which may be [listed as current assets. Sometimes 
investments are made for purposes of controlling competitive or 
supplementary enterprises. Sometimes they are made simply to give 
employment to capital not presently required in the business. Some- 
times items in this group are shifted to the fixed asset division when 
they are no longer regarded as invc,stmcnts; thus land held for 
future development would be an investment, but when put into use 
would become a fixed asset. Below arc listed some typical invest- 
ments: (1) land (not in use), (2) bonds, (3) stocks of another 
company. 

4. Deferred Charges. Under this head are included prepaid ex- 
penses, such as prepaid insurance and prepaid advertising. A pre- 
paid expense is one which is paid before the benefit from it is 
derived and it may therefore be treated as an asset. Among impor- 
tant items of prepaid expenses are: (1) prepaid insurance, (2) 
prepaid advertising, (3) prepaid rent, (4) prepaid interest. 

5. Intangible Assets. Intangible assets are those which have no 
physical texture. Sometimes intangible assets play an important 
part in the success and welfare of an enterprise, as, for example, 
where important patents are owned upon which the enterprise 
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depends for a monopoly of certain kinds of its output. Again good- 
will sometimes is a very important factor in business. The important 
types of intangible assets may be classified as follows: (1) goodwill, 
(2) patents, (3) franchises, (4) trade-marks, (5) copyrights. 

Liabilities and Net W^ortb. Liabilities and net worth are ex- 
pressed on the so-called liabilities side of the balance sheet. These 
represent the equities in the business, the equities of the creditors 
taking the form of debts with more or less specific maturities, 
whereas the equities of the proprietors (net worth) have no maturity 
date and are not looked upon as legal debts. These equities are 
related in various ways to the assets shown on the opposite side of 
the balance sheet. The assets must provide the necessary funds for 
the payment of debts as they fall due and also for the payment of 
dividends to proprietors. Only by properly classifying assets and 
equities can the interrelationship which exists between assets and 
equities be made evident. Liabilities are usually classified as follows: 
(1) current, (2) fixed, (3) contingencies. 

Net worth classification depends upon the character of the 
enterprise — whether it be sole-proprietorship, partnership, or a 
corporation. For present purposes the corporate form of organiza- 
tion is assumed and net worth is therefore classified as follows: (1) 
common stock, (2) preferred stock, (3) surplus. 

The foregoing classification of liabilities will now be considered. 

7. Current Liabilities. Current liabilities are usually stated as being 
those which must be paid within one year. This is a rule-of-thumb 
but serves quite well for most purposes. It is evident that the amount 
and condition of the current assets are the primary considerations in 
determining whether current liabilities can be met satisfactorily. It 
is from this relationship that there arises the important concept of 
the working capital ratio, which is found by dividing the amount 
of the eurrent assets by the amount of the current liabilities. Among 
the usual current assets found on commercial balance sheets are 
the following: (1) accounts payable, (2) notes payable, (3) accept- 
ances payable, (4) accrued wages, (5) accrued taxes, (6) accrued 
interest. 

2. Fixed Liabilities. Fixed liabilities are those which mature and 
must be paid or refunded more than one year hence. Fixed liabilities 
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are usually of large amount. In the case of corporations, they 
usually take the form of bond issues, whereas, in the case of sole 
proprietorships and partnerships, they usually take the form of 
mortgages payable. As a rule, it is desirable to make special provi- 
sion for the liquidation of debts of this type by establishing what are 
commonly known as sinking funds. These sinking funds are created 
in accordance with the provisions of the mortgage or trust deed by 
making periodic payments into the sinking fund, which is placed 
under the control of a trustee who manages the fund for the benefit 
of the bondholders. There are many technical considerations relating 
to the creation of sinking funds which need not be considered here. 

The following considerations apply to net worth. Capital stock 
may be of one or more kinds, and frequently both common stock 
and preferred stock are found in the balance sheet; if there is only 
one kind of capital stock it is, of course, all common, although it 
may be designated by the account title “Capital Stock.” Preferred 
stock is so called because it is given a pi'cfcrence over the common 
stock, usually as to dividends, but sometimes also as to assets; that is, 
in case of liquidation the preferred stock is redeemed before the 
common stock is redeemed. Since capital stock must be retained on 
the books at the price at which it is sold, accumulated profits of a 
corporation must be shown in a separate account termed the 
Surplus account. Deficiencies or net losses must likewise be charged 
against the Surplus account, so that at any time it may be said that 
the Surplus account represents the excess of assets over liabilities 
plus capital stock. 

Construction of the Income Statement. Various titles have 
been applied to the income statement, among which are the follow- 
ing: (1) statement of profit and loss, (2) profit and loss statement, 
(3) statement of operations, (4) operating statement, (5) statement 
of income and expense. 

The purpose of the income statement is to serve as a supplement 
to the balance sheet by showing how changes in net worth have 
occurred. Thus, if the balance sheet as at December 31, 19-7, shows 
a net worth of $50,900.00 and a balance sheet for the same enter- 
prise as at December 31, 19-8, shows a net worth of $60,000.00, an 
understanding of the reasons for the increase of $9,100.00 can be 
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secured only by consulting the income statement for the year ending 
December 31, 19-8. Under incomplete systems of accounting, such 
as single entry, the income statement may be lacking, but under a 
double entry system, which employs a correct classification of 
nominal as well as real accounts, the information for the construc- 
tion of the income statement is available. This will be made clear to 
the student if he will examine the work sheet shown in the preceding 
chapter. All information for the construction not only of the balance 
sheet but also for the profit and loss statement, together with sup- 
porting schedules, is found in this work sheet. 

It may be said that the income statement, or statement of profit 
and loss, is a classified summary of all revenues and expenses. 
Naturally, revenues should be placed first because they must be 
sufficient to cover all expen.ses and leave a margin of net profit if a 
concern is successful. The student will do well to review the form of 
the statement of profit and loss shown in Fig. 148 together with the 
supporting schedules. 

Interpretation of the Balance Sheet. Various methods of 
interpreting balance sheets are employed. These will be considered 
under the following heads: (1) comparative balance sheet, (2) 
statement of funds derived and applied, (3) ratios*. 

For present purposes balance sheets of the Atlas Corporation, 
dated December 31, 19-6, and December 31, 19-7, respectively, 
will be used. These balance sheets are reduced to fairly simple classi- 
fications in order to avoid confusing the study of principles by pre- 
senting too much detail. They are shown respectively in Figs. 
149 and 150. 

There is in existence an abundance of raw material for the stu- 
dent who wishes to apply in practice the procedures herein ex- 
plained. Perhaps the best sources of such material are to be found 
in the published reports of corporations. It is suggested that these 
be secured for ten concerns covering a period of five years, the last 
report in each of the ten series being for the most recent year for 
which such published reports are available. Such a collection will 
be found useful for future reference and will supply data helpful 
in studying the application of principles explained in Modern 
Piactical Accounting — Advanced. 
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In Fig. 151 these balance sheets are arranged in comparative 
form and increases and decreases are shown in the third and fourth 
columns. 

Atlas Corporation 
Comparative Balance Sheet 

as at December 31 


Assets: 


Current Assets: 

19-6 

19-7 

Dr. 

Cr. 

Cash 

S 6,000.00 

8 3,000.00 


8 3,000.00 

Accounts Receivable .... 

25,000.00 

27,000.00 

8 2,000.00 

Inventory . . 

20,000.00 

15,000.00 


5,000.00 

Land 

8,000.00 

10,000.00 

2,000.00 

Buildings 

12,000.00 

12,000.00 



Delivery Equipment 

2,000.00 

1,500.00 


500.00 

Furniture and Fixtures. . . . 

1,500.00 

1,300.00 


200.00 

Bonds 

6,000.00 

8,000.00 

2,000.00 


Prepaid Insurance 

500.00 

200.00 


300.00 


881,000.00 

878,000.00 



Liabilities: 





Current Liabilities: 





Accounts Payable 

Notes Payable 

812,000.00 

3,000.00 

20,000.00 

20,000.00 

8 7,000.00 
3,000.00 
20,000.00 
20,000.00 

8 5,000.00 


Capital Stock 



Surplus 

26,000.00 

28,000.00 


2,000.00 


881,000.00 

878,000.00 

811,000.00 

811,000.00 


Fig. 151 



A better analysis of balance sheet changes is 

provided in the so- 


called statement of funds derived and applied, using the same bal- 


ance sheets as shown in Fig. 151. There is shown in Fig. 152 a 
working paper in which the necessary analysis for preparing a state- 
ment of funds derived and applied is made. 

From the work sheet, shown in Fig. 152, may be prepared a 
statement of funds derived and applied. Such a statement is shown 
in Fig. 153. It is assumed that the decline in the amount of delivery 
equipment and of furniture and fixtures represents a sale. It should 
be noted that the decrease in working capital of 1,000. 00 provides 
funds to that amount. 

The statement of funds derived and applied is referred to under 
other titles such as StalemenL of Resources Derived and Applied, also 
Where Got, Where Gone statement. 
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Atlas Corporation 

Statement of Funds Derived and Applied 

Year Ended December 31, 19-7 


Funds Derived: 

Decrease in Working Capital 1,000,00 

Sale of Delivery Equipment 500.00 

Sale of Fmnilure and Fixture,s 200.00 

Inciease in Suiplus 2,000,00 

Prepaid Insurance Used 300.00 

4,000.m 

Funds Applied: 

Land Purchased 2,000,00 

Bonds Purchased 2,000.00 

T, 000.00 

Pig. 153 


The purpose of the statement of funds derived and applied is to 
give an accurate picture of the fundamental changes which occur 
between two balance sheet dates. It is a statement which appeals to 
the business man and one which he often reads to the exclusion of 
other types of statements. It is evident that before funds can be 
applied they must be derived, and it may be well to note that 
among the principal sources of funds arc the following: (1) profits 
(increase in surplus), (2) sale of fixed assets, (3) sale of investments, 
(4) sale of capital stock, (5) decrease in working capital. 

It also may be noted that among the principal ways in which 
funds may be applied are the following: (1) increase in working 
capital, (2) purchase of fixed assets, (3) losses (decrease in surplus), 
(4) purchase of investments. 

Balance Sheet Ratios. A ratio is the expression of proportion of 
one sum to another, thus the ratio of 8 to 4 is 2, and the ratio of 12 
to 3 is 4. In considering such a relationship as that existing between 
current assets and current liabilities it is sometimes difficult to pic- 
ture the mathematical ratio of one sum to another because of 
the large amounts involved. Suppose, for example, that eurrent 
assets equal 3P2,510,000.00 and that current liabilities amount to 
$1,324,000.00. It is found that the ratio of the larger to the smaller 
sum is 1.89-|~ to 1. This gives a clear picture of the relative size of 
the two sums and shows that the assets are practically 1.9 the 
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amount of the liabilities. There are several ratios which may be 
computed from the balance sheet as a means of analysis. Space will 
merely permit mentioning the following; (1) ratio of total assets to 
net worth, (2) ratio of fixed assets to long term debts, (3) ratio of net 
worth to total liabilities, (4) ratio of liabilities to receivables. 

Interpretation of the Income Statement. Whereas the balance 
sheet shows the condition of an enterprise at a given date, the state- 
ment of profit and loss, or the income statement, indicates the 
changes which have taken place during a period of time, usually one 
month or one year. Under a satisfactory system of double entry 
accounting there are kept accounts with expenses and revenues as 
well as with assets, liabilities, and net worth. The purpose of the 
revenue and expense accounts is to record in as great detail as may 
be desirable all sources of income and all factors of expense, both 
operating and nonoperating. These income and expense accounts 
are sometimes called temporary proprietorship accounts because 
ultimately they increase or decrease proprietorship accordingly as 
they represent income or expense. The only reason for recording 
them first in income and expense accounts is to afford an explana- 
tion not only of the amount of the increase or decrease in net worth, 
but also to afford an explanation of the causes which result in such 
increase or decrease in net worth. These nominal accounts, after all 
necessary adjustments have been made to insure that there are no 
longer any mixed accounts, afford the information for making the 
closing entries in the journal. They are, by means of the closing 
entries, transferred to the debit and credit side respectively of the 
Profit and Loss account. The balance of the Profit and Loss account 
computed after all expenses and revenues have been carried to it 
represents the net profit or net loss for the period and therefore 
measures the increase or decrease in net worth. 

The information shown in the Profit and Loss account, together 
with that in the Profit and Loss columns of the work sheet, affords 
all or most of the data required for the preparation of the 
statement of profit and loss. The Profit and Loss columns of the 
work sheet provide all of the information if the inventory totals and 
not merely the difference in the inventories are shown in these 
columns. 
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Perhaps the most satisfactory analysis to be made of the profit 
and loss statement is to reduce the principal items therein to per- 
centages based on net sales as 100 per cent. In Fig. 154 is shown a 
statement of profit and loss for the X Company with such percent- 
ages computed. 

The X Company 
Profit and Loss Statement 

Year Ended December 31, 19 — 


Sales 300,000.00 100.00% 

Less Cost of Goods Sold: 

Inventory, Dec. 31, 10 — 30,000.00 

Purchases 200,000.00 

240,000.00 

Inventory, Dec. 31, 19 — 30,000.00 210,000.00 70,00% 

Gross Profit 90,000.00 30.00% 

Less Expenses: 

Selling: 

Advertising 3,000.00 

Salaries 5,000.00 8,000.00 

Administi atioe: 

Salaries 10,000.00 

Sundry • 3,000.00 13,000.00 

General: 

Repairs 200.00 

Sundry 100.00 300.00 21,300.00 7.1 % 

Net Profit 68,700,00 22.90% 

Fig. 154 


A study of Fig. 154 indicates the advantage in the use of 
percentage analysis of the income statement. This is because rela- 
tionships are clearly expressed by percentages. The percentage of 
gross profit to net sales is 30 per cent; the percentage of net profit to 
net sales is 22.9 per cent. These ratios are important because they 
give an accurate indication of accomplishments. They can be com- 
pared with similar ratios achieved in preceding periods and thus be 
made a basis for the determination of policies. 
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MANAGEMENT 


What Is Management? The work involved in keeping ac- 
counting records is worthless unless the information thus made avail- 
able can be used profitably. The modern business enterprise is such 
a complicated undertaking that it is impossible for one person or a 
group of persons to retain by memory all of the information needed 
for its efficient management. Even the man who works for a salary 
needs records even though these may be relatively simple in form. 
The individual who does not keep account of his income and ex- 
penses may find it difficult to make correct income tax returns, and 
even more difficult to satisfy the revenue agents who review his 
returns. When an enterprise is launched, it is to be presumed that 
the persons who have charge of it have satisfied themselves that the 
circumstances justify the undertaking and that its prospect of suc- 
cess is good. In order to achieve the greatest success in any given 
instance, it is necessary to have detailed information relative to the 
costs involved in each important activity. It is partly due to the 
necessity of having detailed costs relative to each important activity 
that large stores are subdivided into departments. Each department 
is in itself an enterprise and must justify its existence by producing 
a profit. If a department cannot be made profitable, it must be 
abandoned or reorganized. Not only must management have infor- 
mation essential to the understanding of an enterprise, but it must 
have this information in time to use it advantageously. Year-old 
statements make good history, but they are useless to the manager 
interested in correcting unprofitable trends in his enterprise. For 
managerial purposes, statements must originate monthly, weekly, 
and in some instances daily. To illustrate, cash may be considered. 
The person who is required to provide cash to meet all payments as 
they fall due must have a daily statement of all receipts and disburse- 
ments together with opening and closing balances of cash. 

335 
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Management, however, involves many problems other than the 
correct accounting for cash receipts and disbursements. Several of 
these may be listed as follows: (1) providing adequate working 
capital, (2) determining depreciation policies, (3) determining 
dividend policies, (4) determining labor policies, (5) determin- 
ing purchasing policies, (6) determining advertising and sales 
policies. 

The following comments relative to the above-mentioned poli- 
cies are made with a view to correlating accounting and manage- 
ment and thus to show the student how the formulation of man- 
agerial policies is based, to a large extent, on information of an 
accounting character. 

7. Providing Adequate Walking Capital. Uusally the treasurer of a 
corporation has the responsibility of formulating financial policie,?. 
No financial policy can be formulated and executed without taking 
into consideration the working capital position of the enterprise. 
For example, suppose that it is determined to enter upon a program 
of expansion which will necessitate the expenditure of 1200,000.00 
on buildings and equipment. Assume also that the present working 
capital of the enterprise is $150,000.00, that is, the excess of current 
assets over cui'rent liabilities. It is evident that the expenditure of 
$200,000.00 on fixed assets would more than exhaust the working 
capital and leave a deficiency therein of $50,000.00. Clearly some 
provision must be made for additional capital. The $200,000.00 
must be secured by making an appeal either to investors by selling 
them bonds, or by appealing to stockholders through the sale of 
additional capital stock. If the funds are secured in this way, the 
working capital position of the enterprise will be protected. 

Working capital is sometimes diminished through the operation 
of improper dividend policies. To illustrate, assume again that the 
working capital of an enterprise is $150,000.00 and that its surplus 
is $300,000.00. If the board of directors decides to pay $150,000.00 
in dividends, it is evident that the working capital will disappear. 
Such a policy would place the enterprise in an embarrassing posi- 
tion and possibly compel it to undergo a reorganization. 

These illustrations make evident the need of a conservative 
policy relative to the preservation of working capital. It is evident, 
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however, that such a policy is not likely to be enforced unless the 
facts are made clear by means of up-to-date financial statements. 

2. Determining Depieciation Policies. Most modern enterprises 
invest a large part of their total capital in fixed assets, such as land, 
buildings, machinery, and other equipment. This investment must 
be preserved and its preservation hinges upon the policy which the 
concern follows relative to depreciation. Expenses which require 
the current disbursement of cash cannot be neglected but deprecia- 
tion expense can be neglected easily, sometimes for a considerable 
period of years. This, however, does not mean that depreciation is 
any less an expense than is labor or rent. If a building costs 
$10,000.00 and it has an estimated useful life of twenty years and no 
salvage value, it is evident there occurs each year depreciation 
amounting to approximately $500.00. If this is neglected, profit is 
understated by that amount and dividend policies are likely to be 
more liberal than they would be if profits were not overstated. 
When a proper adjusting entry is made at the end of each account- 
ing period for depreciation, it results in charging this expense along 
with others to the Profit and Loss account for the period in question. 
If, after all expenses have been covered, there still remains a balance 
known as net profit, it is evident that depreciation for the period has 
been earned. This takes the form usually ol cash, since under 
modern systems, barter is of little importance. As a consequence, 
the decline in value which occurs in the fixed asset group is offset 
by an increase in working capital. To summarize briefly, working 
capital may be diminished through the purchase of a fixed asset, but 
if proper depreciation charges are made periodically the working 
capital will be increased as the asset wears out. 

The determination of proper depreciation rates is practically 
impossible unless adequate .records of plant and equipment are 
kept. This is proved by the findings of expert appraisers and also by 
the findings of representatives of the Bureau of Internal Revenue in 
connection with the administration of the income tax. Many busi- 
ness men are installing plant ledgers which provide a separate 
account for each significant fixed asset. This makes it possible to 
avoid using blanket depreciation rates and to use instead rates 
which are applicable to the specific asset in question, concerning 
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which there is provided all necessary information relative to 
date of installation, cost, estimated salvage value, and estimated 
useful life. 

The foregoing considerations indicate the importance of de- 
termining for a given enterprise a well-thought-out policy relative 
to depreciation. Such a policy cannot be made effective unless 
satisfactory records are used. 

3. Determining Dividend Policies. A corporation must determine 
what its policy will be relative to the treatment of surplus, namely, 
whether it shall be retained in the business and thus provide a 
source of funds for expansion, or whether it shall be distributed to 
the stockholders in the form of dividends. In case of closely held 
corporations, that is, corporations whose stocks are held by rela- 
tively few people, dividend policies can be altered frequently with- 
out difficulty. In case of corporations whose stocks are widely dis- 
tributed among hundreds or thousands of stockholders, many of 
whom depend upon dividends for their living, a dividend policy 
once determined upon should not be changed unless made neces- 
sary by altered conditions. For example, if a corporation whose 
capital stock is widely held settles upon a policy of paying dividends 
of 7 per cent annually on its stock, it should, if possible, pursue this 
policy year after year. In case of an unusually profitable period, an 
extra dividend may be declared and the stockholders informed that 
this extra dividend is temporary and may not be continued. 

As a rule, a corporation should not distribute all of its earnings 
as dividends. Usually some of its earnings should be retained to 
strengthen the working capital position and thus enable it, when 
conditions warrant, to expand its plant or reduce its debts. In other 
words, surplus is an important source of funds and only in excep- 
tional cases is a concern justified in applying all of the funds thus 
provided to pay dividends. 

4. Determining Labor Policies. Labor constitutes a large part of 
manufacturing costs. As has been shown, labor is cither direct or 
indirect. The correct determination of direct labor costs and also of 
indirect labor costs cannot be accomplished, except where records 
are properly devised for the recording and distribution of these 
costs. The item of labor is sufficiently important to make it desirable 



Management 339 

to provide for its constant analysis. If this is not done, labor costs 
become excessive. 

5. Determining Purchasing Policies. Whether a concern is engaged 
in retailing or in manufacturing, it must constantly buy materials 
and supplies. There must be coordination between purchasing, 
manufacturing, and marketing, otherwise excessive amounts of 
capital are tied up in inventories. This is true not only of finished 
goods inventories, but it is also true of raw materials and inventories 
of work in process and of merchandise inventories. The routine 
procedure involves the careful checking anfi vouchering of all 
invoices. Without some such plan as has been described in the 
chapter on the voucher system, purchasing may be carelessly done. 
In any event, there must be detailed information relative to all 
purchases, as well as statistical information, which will enable 
management to formulate purchasing policies. 

6. Determining Advertising and Sales Policies. In order to promote 
sales, it is necessary to keep account of the sales according to classes 
of merchandise, as well as to secure information relative to geo- 
graphical areas in which sales promotion may be profitable. Adver- 
tising policies therefore must be coordinated with sales effort in 
order that the greatest amount of benefit may result from any given 
amount spent on advertising. For example, if an extensive adver- 
tising campaign is promoted for a given article and thereafter the 
concern is unable to provide the ai'ticle in sufficient quantity to 
meet the demand, much of the advertising cost is wasted. The results 
of sales campaigns can be learned only where accurate data is pro- 
vided for analysis. Only where a system of double entry accounting, 
together with a suitable classification of sales accounts, is in effect is 
the desired information forthcoming. 

Correcting Wrong Trends. There are many ways in which 
wrong trends in business may occur. To illustrate, emphasis may be 
placed on the sale of unprofitable articles, whereas it should be 
placed on the sale of profitable articles. Again, expenses may be 
permitted to become excessive through carelessness and failure to 
check constantly on expenditures of this character with a view to 
keeping them down to a minimum. Waste is also a source of serious 
loss. Waste may take the form of lost power, lost merchandise, lost 
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accounts due to inadequate measures to make collections, and it 
may result from numerous other causes. Successful business is not 
self-perpetuating; but it must be constantly checked and revised in 
view of existing facts and changing conditions. Experience serves to 
establish normal percentages of expense in relation to income and 
these should not be exceeded, except where unusual conditions or 
changing conditions warrant. This may be illustrated by reference 
to the income statement shown in Fig. 154, where cost of goods sold 
is shown to be 70 per cent of sales and where expenses are shown to 
be 7.1 per cent of sales. Suppose that in the following year cost of 
goods sold increases to 75 per cent of sales and that expenses increase 
to 10 per cent of sales. This would leave a net profit of only 15 per 
cent. Such a trend in costs and expenses deserves serious considera- 
tion. It is because of the importance of detecting such trends at the 
earliest possible moment that monthly statements are frequently 
required. 

In connection with the management of working capital, trends 
are equally important and must be checked constantly. Suppose, for 
example, that at the end of a given year the working capital ratio is 
3 to 1 ; at the end of the next year 2 to 1 ; and at the end of the next 
year 1.5 to I. This unfavorable trend must be reversed or trouble is 
sure to result. Of course, from month to month there may be a 
slight downward fall followed by a slight upward trend without 
indicating any serious development. Where month after month the 
working capital grows less, there is obviously something wrong in 
the financial management of the enterprise. Such a trend may be 
due to constant encroachment upon working capital for the benefit 
of the fixed asset division of the balance sheet, or it may be due to 
improper debt policies, or even to increased dividend policies. 
Whatever the cause, it should be located and corrected, 

Treatment of depreciation sometimes gives rise to wrong trends. 
For example, the reserve may be inadequate or there may be no 
provision whatever for this important item of expense. The true 
character of depreciation, as an operating expense, must be appre- 
ciated and depreciation must be treated accordingly. Overstate- 
ments of profits year after year lead to ultimate insolvency and 
bankruptcy. Adequate provision made each month for depreciation 
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goes a long way toward strengthening the financial foundations of 
an enterprise. 

Daily Statements. Some trends must be checked daily. This is 
true, for example, of cash. The manager must have on his desk each 
morning a complete detailed statement of the receipts and disburse- 
ments for the previous day. This is essential to the satisfactory 
management of cash. Of course all receipts should be deposited in 
the bank and all disbursements should be made by check, petty cash 
disbursements being handled on an approved plan. Other statements 
also may be required daily, as for example, cash and credit sales by 
departments, as well as the amount of sales by clerks. The exact 
character of daily statements must be made to depend upon the 
nature of the enterprise. At any rate, their importance is great and 
adequate management of current affairs is impossible unless based 
upon the facts which such statements afford. 

Treatment of Debts. As has been explained, debts usually may 
be classified broadly into short-term and long-term obligations. 
Short-term, or current, debts are regarded generally as including all 
debts which fall due and must be paid one year from date. Those 
debts whose maturity is more than one year hence are long-term 
debts. The problem of the management of debts is usually an im- 
portant one because few concerns are able to operate altogether on 
their own capital. 

The treatment of short-term obligations requires the constant 
attention of the management because of the savings which may be 
made by securing discounts through prompt payment. If, for ex- 
ample, a concern makes it a policy to take all cash discounts, a plan 
must be followed whereby each item will be called to the attention 
of the proper party as the date of payment approaches. Suppose, for 
example, that an enterprise is operating under the voucher system. 
After a voucher has been entered in the voucher register, it should 
be placed in an unpaid voucher tickler on the desk of the dis- 
bursing officer where it will be called to his attention by being 
placed back of a tab indicating the date on which it must be paid. 
Some concerns are able to pursue such a policy consistently, others 
may not be able to take all cash discounts. Where all cash discounts 
are taken as a matter of policy, a Discount on Purchases column 
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may be carried in the voucher register. Where there is any doubt as 
to the ability of the concern to take all cash discounts, the Discount 
on Purchases column should be placed in the check register. 

Now and then it becomes necessary to borrow money at a bank. 
The recognized function of a commercial bank is to lend funds to 
business enterprises to enable them to pass through temporary 
periods of shortages in cash. For example, if a merchant makes 
heavy purchases of merchandise preceding the holiday period, he 
may be compelled to borrow at his bank in order to secure cash to 
carry him along until he can realize upon the merchandise pur- 
chased. Bankers are interested, therefore, in the working capital posi- 
tion of the concerns to which they are considering the extension of 
loans, because short-term loans must be liquidated almost in- 
variably out of current assets. The statements which bankers re- 
quire from their customers are designed usually to make clear the 
status of their customers’ ability to meet their current liabilities. 

The treatment of long-term debts is one which requires the most 
careful consideration, The justification for incurring long-term debts 
must be found in the requirements of the enterprise. Among the 
possible uses to which money thus secured may be put are the 
following: (1) increase working capital, (2) finance the purchase 
or construction of fixed assets, (3) pay off existing long-term 
indebtedness. 

7. Increase Working Capital. Working capital cannot be increased 
through short-term loans, since such loans result in an equal in- 
crease in current assets and current liabilities. Whether an enter- 
prise is justified in selling bonds to increase its working capital 
depends upon the manner in which it uses its working capital. 
Assuming that a concern has weakened its working capital position 
through the constructing or purchasing of fixed assets which might 
properly have been financed in the first place by the use of bonds, 
it is entirely proper to issue bonds in order to bring working capital 
up to its original amount. 

To illustrate, assume that on January 1 of a given year the X 
Corporation has working capital amounting to jfSOOjOOO.OO, but 
that during the year $475,000.00 of this is used to finance the con- 
struction of a new factoiy, leaving only $25,000.00 in working 
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capital at the end of the year. The X Corporation, in order to secure 
a satisfactory working capital position, decides to sell $500,000.00 in 
bonds, which it disposes of at their par value. After the sale of these 
bonds, the working capital amounts to $525,000.00 and the position 
of the corporation is practically the same as if it had sold the bonds 
in the first place and used the proceeds to construct the factory. 

Sometimes the lack of working capital arises out of mismanage- 
ment or operating losses. This is a more serious situation because a 
corporation in this condition does not enjoy a very good credit 
standing; and if it does sell bonds it has thereafter no additional 
fixed assets to be used as security for such bonds. In such a case, it is 
better to effect a gradual improvement in the working capital posi- 
tion through the retention in the business of profits and through 
general economies. 

2. Financing Purchase or Construction of Fixed Assets. The justifica- 
tion for incurring long-term indebtedness for the purpose of finan- 
cing fixed assets is found in the presumption that such fixed assets 
will be properly employed and that as they depreciate the deprecia- 
tion will be earned and thus provide, in effect, a fund which can be 
used to pay off the bonds. For this reason it is generally unwise to 
issue bonds having a term longer than the life of the asset which they 
are employed to finance. To illustrate, assume that a corporation 
issues $100,000.00 of bonds at par to construct a building which 
will have a useful life of 30 years. The term of the bonds should not 
be more than 30 years, otherwise, after the building has been 
abandoned, the debt incurred to construct itwill still be in existence. 

If a corporation makes proper provision for the liquidation of a 
debt, it will not find itself under the necessity of attempting to 
refund or extend the loan later on under unfavorable circumstances, 
although it is true that such debts frequently are extended or 
refunded. 

The creation of a sinking fund is the most usual plan whereby 
corporations prepare to liquidate bonded indebtedness. Such sink- 
ing funds usually are placed in the hands of a trustee who manages 
the fund for the benefit and protection of the bondholders. Some- 
times a sinking fund is permitted to accumulate through the addi- 
tion of interest earnings until the entire amount of the bond issue 
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matures. Generally, however, the trust deed permits the trustee of 
the sinking fund to use it when favorable market prices make it 
possible for him to redeem a portion of the outstanding bonds. This 
is a safe procedure, since the investment, in effect, is in the same 
bonds which it is the purpose of the fund to liquidate. 

If a corporation sets aside a sinking fund for the payment of the 
bonds sold to finance the construction of a building and at the same 
time sets up a reserve for depreciation on the building, it is in a 
sense making double provision for the payment of the debt. In the 
first place, there is the sinking fund which should be carried in the 
fixed asset division or in the investment division of the balance 
sheet. In the second place, it is strengthening its working capital 
position through the depreciation charge. A corporation which pur- 
sues such a policy should be in a position at the end of the life of the 
building to pay off the indebtedness originally incurred to construct 
the building and at the same time to finance the construction of a 
replacement without incurring any further indebtedness. 

3. Paying Off Existing Long-Term Indebtedness. Issuing bonds for the 
purpose of paying off existing long-term indebtedness is sometimes 
justified, sometimes not. As has been explained, the term of indebt- 
edness should not be greater than the life of the asset which the debt 
finances. There may be exceptions to this rule, but exceptions 
.should be made only where justified by unusual circumstances. 
Extending existing indebtedness and, at the same time, incurring 
additional indebtedness is a dangerous policy, because a corpora- 
tion which pursues such a policy is liable to find its debt structure 
top-heavy. There is a point beyond which financing through the 
increase of fixed indebtedness is dangerous. Ordinarily, if a bond 
issue cannot be paid off without new financing, the new financing 
should take the form of an issue of stock. This diminishes fixed 
indebtedness and increases net worth, a trend which generally 
means greater financial stability, especially where the increase in 
net worth takes the form of common stock. A corporation should 
watch carefully the ratio of net worth to indebtedness as well as the 
ratio of current assets to current liabilities and the ratio of fixed 
assets to fixed liabilities. Although considerable flexibility in these 
ratios is permissible, extreme variations from what are generally 
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regarded as safe ratios should not be tolerated. To illustrate, if a 
safe ratio of current assets to current liabilities is 3 to 1, a to 1 
ratio should not be permitted. Likewise, if a ratio of net worth to 
fi.\ed liabilities of 2 to 1 is regarded as satisfactory, a ratio of net 
worth to fixed liabilities of 1 to 2 should be viewed with alarm. 

Budgeting Problems. Accounting data is necessarily historic in 
character, being the record of past accomplishments. If, however, 
accounting data is put to its best use, it should enable the manager 
to lay plans for future operations. Planning for the future in busi- 
ness is known as budgeting. Budgeting consists in making estimates 
of future sales and future expenses based on the best available 
information. 

To illustrate this, suppose that in 19-4 net sales amount to 
S320, 000.00, in 19-5 to $340,000.00, and in 19-6 to $355,000.00. 
There is reason to believe that there will continue to be a normal 
growth in the business, and it is estimated that sales in 19-7 will 
amount to $370,000.00. If this estimate is a reasonable one, then it 
is evident that all expenses and costs of operating can be regarded 
as functions of this amount, that is, they can be related to it on a 
percentage basis. It should, therefore, be possible not only to esti- 
mate sales for 19-7 at the foregoing figure, namely, $370,000.00, but 
it also should be possible to estimate all costs and expenses involved 
in producing the goods required to meet the above-mentioned 
volume of sales. In other words, a tentative profit and loss statement 
is projected into the future and it is made to serve as a measure of 
activity. Employing the actual profit and loss statement for 1 9-6 as 
a basis of procedure, the tentative profit and loss statement for 1 9-7 
may be prepared by stating estimated net sales at $370,000.00 and 
computing estimated expenses for 19-7, after considering the 
percentages which the various items of cost and expenses in the 
actual profit and loss statement for 19-6 represent, as related to 
actual net sales for 19-6. 

In Fig. 155 is shown the actual profit and loss statement for the 
A, B, G Company for the year ending December 31, 19-6, and also 
the estimated, or budgetary, profit and loss statement for the year 
19-7. In this instance, the items are all increased by 10 per cent, but 
in practice there may be some variations from such a fixed per- 
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centage of increase, due to planned economies or unusual cir- 
cumstances. 

This book is not a treatise on budgeting. The purpose here is 
simply to indicate how accounting data may he used as a basis for 
the preparation of budgets. The budget may be subdivided in as 
detailed a manner as circumstances warrant. In practice, budgets 
vary from the simplest forms of estimate, prepared by small enter- 
prises, to elaborate budgets of large corporations, based on depart- 
mental forms of organization. 
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